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P R 0 C E E D I N G S 
2 --ooo--
3 CHAIRMAN BOATWRIGHT: Okay. We're going to 
4 we have a very long agenda of people who would like to 
5 testify. And we're going to start this pretty much on time. 
6 And you may notice that this is being taped and also 
7 transcribed. And the purpose of that is because, even 
8 though members of the Committee are not here, the 
9 transcription will be made available to them. And I've 
10 missed meetings, and quite often thought it was more 
11 productive later on to read the transcript, because that 
12 way you really don't miss anything at all. 
•3 And first, I'd like to welcome all of you here 
14 this morning. And we are going to have two interim hearings 
15 on this subject. This is the first of the two. And the 
16 next one will be in San Diego. 
17 In the Legislature we joke-- and sometimes I'~ 
18 not sure it's a joke, I think it's really said in seriou~-
19 ness -- that the Legislature has not done a good job on a 
20 bill until they've made everyone that's interested in that 
21 bill very unhappy. And the same thing is true, perhaps more 
22 true, when you're dealing with taxation than anything else, 
23 and especially income tax. That's probably one of the 
24 subjects that's most dear to the people's heart in 
25 California and all over this country. 
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1 If you rate the issues that they're concerned 
2 with and like to talk about, probably crime is first and 
3 then second, taxes, and on the top of that list, of course, 
4 is income taxes. 
5 So, we're here today to take a look at how we 
6 can better collect the $10 billion -- and it's going up 
7 every year -- that we collect in the State of California 
8 in income taxes. 
9 I personally believe and I know the author, 
10 Mr. Elihu Harris, believes that there is a better way than 
11 the current system. And what we are here today to do is 
12 to examine the possibility of a flat rate income tax or 
13 nearly a flat rate. We're dealing with a bill here that 
14 has two rates or three if you count zero. And though this 
15 is the focus of today's hearing, AB 540 by Mr. Harris, we 
16 hope that out of these hearings there will be a broader 
17 spectrum that we can address with respect to reform of the 
18 income tax system with perhaps some modification, if not 
19 this exact bill, but with some modification, or something 
20 akin to a flat tax rate or even perhaps piggy-backing on 
21 the federal system. 
22 Those are the things that we're here to examine 
2! And I know that -- I always work on these beautiful 
24 le statements that I'm going to read and then I always 
25 down at them and they don't seem quite exactly the way 
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3 
1 that I want it to come out. And I think most of you who 
2 know me in Sacramento have seen that happen everytime you 
3 come to my commit tee. 
4 Anyway, we will be meeting again on September 
5 15th in San Diego -- November, and that's a Friday, I 
6 believe, is it not? And hopefully, of course, we will have 
7 at that hearing in person Senator Deddeh, Ayala, and Marian 
s Bergeson, those three. But nevertheless, as I said, they'll 
9 get a transcript of this. 
10 In addition to 540, we are going to hear today 
11 from representatives of the Governor's Tax Reform Advisory 
12 Commission. And they made their report, I believe it was 
•3 September 30th of this year. And frankly, I'm not sure 
14 where they stand on this particular AB 540 and these issues, 
15 and I think it will be interesting to hear from those 
16 people also. 
17 And there is also the possibility that the 
federal government is going to act on some sort of and I 
19 say it very advisedly reform in the tax field. And if 
10 they do, I think it will be a miracle if they act this 
21 fall. But if they achieve that miracle, then, of course, 
12 we' 11 be able to take a look at what they do. And when we 
23 go back in January, perhaps plug in to what they do in our 
24 bill. 
25 So, without further adieu, I think we should 
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through. 
f we j start and go 
So, those of you 
not going to be di 
Assemblyman El 
ASSEMBLYMAN HARRIS: 
on a late lunch, 
Al 
s, would please 
you, Mr. Chairman. 
First of all, I want to tell you how much I 
10 appreciate your giving me to have 
11 airing of 540 entire sue tax reform 
12. the State of i 
First, I'd like to tel ing you how I 
got involved in s issue. As you know, I am not 
a 
14 
15 
16 
17 
18 
an expert in tax. It's not 
legislation for me. 
an area of significant 
! read an article in 
section of the San Francisco 
19 1983, February, which was 
10 gentleman to my le That 
11 simple tax proposed a simpler 
2.2 going to be more equitable, more 
1! would, in fact, a tax literate 
14 As a re of 
15 I became very much of a was 
zda, the 
i 
was 
understood, 
5 
I should be done, an idea whose time has come. 
2 I to in that effort. Since 
, I've two lls, an earlier version 
4 of AB 540 and the current version which is before you today. 
5 AB 540 to my way of thinking is more progressive 
6 than current law and wi provide fairness and simplicity 
7 all California taxpayers. 
8 Some of the highlights of the bill are that it 
9 provides a two-tier rate -- a four percent flat rate for 
10 taxable income on joint and head of household up to 
11 $37,000. 18,500 for single returns, with a 3.5 percent 
11 surcharge applied on taxable income above that amount for 
•3 a top tax rate of 7.5 percent. 
14 A standard deduction of $15,000 for married 
15 taxpayers, unmarried heads of household; $7,550 for 
16 single taxpayers indexed annually for inflation. 
17 The effective date would be January of 1985 (sic} , 
low period of time for taxpayers to 
for the transition. I think it's '88. January 1st 
1988. 
The deductions are preserved for 
who wish to itemize instead of taking the standard 
deduction. It would be mortgage interest on a principal 
14 residence up to $35,000 per year and as defined under 
15 current law; two, medical expenses; three, casualty losses; 
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3 and carried Andc not 
4 against future income from the 
5 
1 
8 
10 
12 
14 
15 
Hi 
11 
18 
19 
l.O 
11 
2! 
24 
25 
the loss, but the wou 
sources. 
Capital ins are as 
capital losses excess of are at $1,00 
carry forward as under current law. 
No deductions of losses from tax shelters 
registered as potentially abusive with the Internal Revenue 
Service. All forms of accelerated depreciation would be 
repealed, only straight-line depreciation will be allowed 
over the useful life of the asset. 
Adjustments for employee business expenses, 
alimony paid, moving expenses in connection with employment, 
interest penalties for early withdrawal of savings, and 
contributions to Kehoe· sel 
maintained. 
The renters credit income taxpayers 
would also be maintained. There would be a dependent 
credit of $30, credit for California income tax thheld, 
taxes paid to other states, and excess State sabil 
Insurance withheld would also be preserved. 
Here are some suwmary statistics that I think are 
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7 
important. 
2 In excess of 72 percent of all taxpayers would 
3 have a tax decrease or no increase as a result of this 
4 bill. 712,000 working poor returns would be made non-
5 taxable. 37 percent would owe no tax. 97 percent would 
6 use the standard deduction. 80 percent would pay 2 percent 
7 or less of their adjusted gross income in taxes. 98 
8 percent would pay four percent or less of their adjusted 
9 gross income in taxes. 
10 All adjusted gross income groups under a 
11 hundred thousand dollars have a net tax decrease. 
12 For the 2.2 percent of all taxpayers who have 
•3 more than $100,000 in adjusted gross income, a majority 
14 53 percent -- have a tax decrease. For those with tax 
15 increases, the average tax increase is less than one 
16 percent of their adjusted gross income. 
17 Renters are treated equally with homeowners 
18 and heads of household are treated equally with married 
19 couples. Basically, the thrust of the bill in our way of 
20 thinking is it would provide an equity, both an equity 
21 that is clear to the taxpayers. I think there are many 
22 taxpayers, if not the majority of the taxpayers, who feel 
23 that the current tax system is so confusing that not only 
24 does it encourage abuses, but the only people who really 
25 benefit by that tax system are the people that I describe as 
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8 
1 the sly, the slick, and the wicked, some of vvhom you' 11 
2 hear from today. 
3 (Laughter.) 
4 ASSE~ffiLYMAN HARRIS: At any rate, there have 
5 been a lot of people who have been more than helpful in 
6 trying to work on this issue, to discuss it openly, to 
1 me the benef , including many 
8 who are opposed to 1, if not the concept 
9 tax reform. 
10 I think that really is very encouraging, 
11 Senator, that the people are willing to talk about this 
12 issue in a realistic way and in a constructive way. 
;3 I've had meetings with Doug Gilles from the 
14 Realtors, with Chuck Ajalat from the Governor's Commission, 
15 and many, many other individuals who've given me their 
16 input of their concerns, in some cases outright opposition 
17 to revisions of the bill. 
18 But what we're really trying to do is not move 
19 from a sancrosanct position that we have something that's 
20 feet, but that we do have a concept that we think is 
21 consistent with the public mood for some reform of our tax 
22 system and that is going to be, again, an equitable and 
2! easily understood system of taxation for income in 
24 California. 
25 CHAIRMAN BOATWRIGHT: All right. Thank you, 
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1 Mr. Harris. 
Let's hear now Mr. Gnaizda with the Public 
3 Advocates of California. 
4 MR. GNAIZDA: Good morning, Mr. Chairman. Thank 
5 you very much for this opportunity. 
6 I don't believe that AB 540 is a perfect tax 
7 or even close to perfect. One can only appreciate it in 
8 comparison to the present system, our present State system, 
9 which is held in bondage by a corrupt federal system. 
10 I believe President Reagan described our State 
11 system when he described our federal system. In 
12 Williamsburg, Virginia on May 30th, 1985, when the President 
•3 spoke about the need for a second American Revolution in 
14 regard to our tax system, he said, quote, 
15 "Tax cheating is not considered 
16 bad behavior. What's immoral about 
cheating a system that is itself a 
cheat," he said. "That isn't a sin. 
19 It's a duty .• The tax system is 
20 utterly impossible, utterly unjust, 
2.1 and completely counterproductive. 
It has earned a rebellion and it's 
2.! time we rebelled." 
2.4 AB 540 is a peaceful form of rebellion. It's a 
2.5 statement by a large number of legislators and by a large 
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1 number of people that they don't believe in the federal tax 
2 system. 
3 And if you don't believe in the federal tax 
5 because the two are essentially identical. 
6 President Reagan's statements are not mere 
7 rhetoric, however. The Treasury Department has analyzed 
a our State system through its analysis of the federal system. 
9 And here are some examples of what is shown. 
10 In 1983, the' last year for which we have 
stat ics, 299 super rich Americans, a high percentage 
11 whom reside in California, earning on the average of 
•3 $490,000 paid absolutely no federal income tax at all, not 
14 one penny. 
15 But this is not an unfair sample. They also 
16 sampled all the millionaires, all those who earn -- reported 
17 earning 1 million or more. Many of them didn't even report. 
18 those who reported, and there \vere 28,000 persons who 
19 reported 1 million or more, 1500 of them paid less income 
tax than a typical family earning $45,000. Overall, 60 
21 rcent of these persons are earning $1 million or more and 
22 reporting it paid less than 20 percent in federal income 
l! taxes relative to their income. 
14 The Treasury also did a sample of another group 
15 super rich, those earning on the average of $250,000 or 
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more. There were 300,000 them in this country with a 
2 disproportionately high percentage in the State of 
3 California. And it showed a similar pattern of a huge 
4 number hardly paid any tax at all, and 60 percent paid less 
5 than 20 percent in federal income taxes with most paying 
6 10 percent or less. 
7 And recently, the CornniSsioner. of the Internal 
8 Revenue Service did a sample study on his own to illustrate 
9 the President's point. They picked typical, 88 super rich 
10 Americans and they examined what they paid in taxes. One 
11 out of every four paid $500 or less in federal income tax, 
12 although they earned at least $200,000 each. 
•1 And two-thirds paid less than a typical family 
14 earning $45,000. 
15 What I believe you will hear during the day are 
16 defenses of this system from special interests. There is a 
17 way to make sure that persons who earn a million dollars 
18 do not pay any taxes. It's to keep the present system with 
19 its tax shelters and special preferences. 
20 The rna argument against 540 ~- and it's a 
21 serious and strong argument -- is that it does eliminate 
22 these preferences. But it eliminates them in a fair way. 
23 I'd like to address a few reasons in general, 
24 , generic reasons, why 540 commends self. But first, I 
25 think we ought to consider that if 540 passes, it could be a 
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11 
national model for a tax system that people will have 
in. 
3 It commends itself for four reasons. First, 
4 as Assemblyman Harris stated, it would create instant 
5 tax literacy. Today we have a tax illiterate society. 99 
6 percent of the public, including 99 percent of lawyers, 
7 not understand our tax system. 
8 As a result~ more than 4 million Californians 
9 pay hundreds to thousands of dollars each year to tax 
10 preparers to prepare their returns. 
11 Number two, a simple tax will weaken the power 
11 lobbyists and special interests, not only in the State 
3 Capital, but in Washington. 
14 Thirdly, it would create a sense of fairness, 
15 because all income, whether passive or through hard work, 
16 will be taxed equally. Today we have a system where the 
11 less you do to earn it the lower your tax rather than the 
18 reverse. 
19 Fourthly, it will produce what I would call a 
consumer truth in taxation bill. We will have for the 
f time an informed public. It also commends itself in 
terms of this Committee's concern. This Committee has 
set forth what I would label the REES principle. That is, 
14 a bill should be revenue sufficient; it should be equitable; , 
15 it should provide for efficient collection, and it should be 
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12 
simple. This bill does more than any other bill I have 
2 read about and certainly far more than the present system. 
3 And this bill does what the Governor wants in 
4 terms of government generally. The Governor spoke about, 
5 quote, "common sense in government" in his inaugural 
6 address. 
7 And I believe this is a key part of that. Now, 
8 I'd like to briefly address what I believe to be the most 
9 commendable specific features of this bill. 
10 Firstly, as Assemblyman Harris indicated, it is 
11 a progressive tax bill. It is progressive, yet it 
12 reduces the rates. The maximum rate is reduced by one-
•3 third. 37 percent of the public will pay no taxes at all. 
14 Two-thirds will pay one percent or less of adjusted gross 
15 income. Four out of every five will pay two percent of 
16 adjusted gross income in taxes or less. And 97 percent, 
17 virtually all Californians, will have an effective rate of 
18 3 percent or less. 
19 Secondly, it reduces the tax rate or provides 
20 for no change for three out of every four Californians. 
21 And it increases the standard deduction by approximately 
22 five-fold from $3160 to 15,100 for a couple. 
23 And the bill is especially fair to the poor, who 
24 will not pay any taxes. It is especially fair to the 
25 nonitemizers, who constitute more than two-thirds of all 
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1 taxpayers, their rates in almost every case will be 
2 
It's especially fair to single parents A 
s parent who's a renter, for example, earning $20,000 
5 will pay no tax. It's especially fair to renters. And it 
6 r to homeowners, too, because of the option to deduct 
7 for your mortgage interest payments if they're high. 
8 And it does have one bias in it, a commendable 
9 , a bias in favor of those who work and a bias against 
10 are speculators and tax avoiders. 
And yet this 11 is fair to the we 
1 something that I believe many of the special interests wi 
~3 refuse to address. That is, more than two out of every 
14 persons earning over a hundred thou~and dollars, 69 
15 percent, will get a tax reduction. That is, the wealthy 
16 are better off, in fact, by a fair system with low rates 
17 than an unfair system with high rates. 
In conclusion, I believe that the publ wants 
a simple tax. The Washington Post, ABC televis did a 
11 on January 15th of this year. It was a national poll 
with a large sample from California. It showed, not 
12 surprisingly, that more than two out of every three 
lJ Americans wanted a simple tax. But what was surprising was 
25 
next statistic it showed. 
It asked people whether they wou complain if 
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14 
their own tax was high if the wealthy paid their fair share. 
2 Four out of every five said they wouldn't 
3 complain even if their own tax was high so long as the 
4 wealthy paid their fair share, something they do not do 
5 now. 
6 So I would ask that this Committee heed the 
7 President's concern for tax reform, head the Governor's 
8 Task Force concern for tax reform, heed the people's 
9 concern, and ignore the special interests, and help the 
10 Governor and the people produce a common-sense government 
11 with a fair system. 
12 By doing that, you will free us from a corrupt 
•3 and incomprehensible system, a federal system that the 
14 President said -- and correctly perhaps -- makes cheating a 
15 duty. 
16 Thank you. 
17 CHAIRMAN BOATWRIGHT: Thank you. 
18 ASSEMBLYMAN HARRIS: Mr. Chairman? 
i9 CHAI~~N BOATWRIGHT: Yes? 
20 ASSEMBLYMAN HARRIS: May I prevail upon the 
21 Committee? I have two witnesses I need-- I'd like to have 
22 now who have to go. I didn't have the knowledge of the 
2! order of presentation. Their presentations will be brief 
24 in support of the bill. 
25 CHAIRMAN BOATWRIGHT: Sure. 
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ASSEMBLYHAN HARRIS: t-1ort ·Levy and Harry Snyder. 
2 If they can appear now. 
CHAIRN.AN BOATWRIGHT: We had Mr. Snyder here. 
4 Okay. And we had r·1r. Levy also. And because they're 
5 proponents, we'll take them now. 
Who would like to lead off? Mr. Snyder? 
MR. SNYDER: Mr. Levy. 
MR. LEVY: Thank you, Senator Boatwright. 
9 My name is Morton Levy. I'm a CPA and past president of the 
10 California State Board of Accountancy. I want to thank you 
11 for the opportunity to address the Committee. 
12 I have observed a steady deterioration in 
13 confidence of taxpayers over the past 12 years or so 
14 starting with disclosures related to the tax returns filed 
15 by President Nixon. 
16 Our tax systems, State and Federal, had been 
11 the envy of the world, a system of voluntary compliance. 
18 It has worked only because people had confidence in 
19 fairness and equitability. 
With all the publicity given to tax avoidance 
21 schemes combined with the ever-increasing complexity of the 
22 tax laws, State and Federal, that confidence has been 
23 steadily eroding. And there can never be enough enforcement 
14 to substitute for voluntary compliance. 
15 A California flat tax along the lines being 
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1 proposed today would be a significant step towards 
2 simplification of the tax system offering a model for a 
3 similar federal proposal, unlike, what I call the tax 
4 reform delusion and complication act, proposed by the 
5 President. 
6 It would create fairness for all taxpayers and 
7 would, I believe, restore confidence -- or begin to 
8 restore confidence in a self-assessment system. 
9 Thank you. 
10 CHAIRHAN BOAT~·lRIGHT: Thank you. Hr. Snyder? 
MR. SNYDER: Thank you, Senator Boatwright, and 
12 thanks to the California Legislature for addressing this 
issue. 
14 Consumers Union is the nonprofit publisher of 
15 Consumer Reports magazine. We have over 3,500,000 paid 
16 subscribers in the United States and over 300,000 in the 
17 State of California. 
18 In our January, 1985 issue, we did an article 
19 entitled "vJhat Will Happen to Your Taxes?" I '11 submit 
10 that for the record in its entirety and spare you the whole 
l1 thing. 
11 I would like to read you our recommendations, 
2! though. 
14 CU believes that tax simplification, properly 
25 executed, would serve consumers' interests. It would make 
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lower income people 
If of the tax preferences I as we 
the report, are I we I S es 
And if corporat pay a f share of the nation's 
taxes closer to share they lly than 
to the small share current if se 
s are mind, the may get genuine 
tax reform. 
If not it 
to say more 
ir taxes. 
up by Senator 
Senate 
you. Don't tax me. 
And I'm af 
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we're going 
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will have tax reform as usual, 
les and more trying to e 
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1 A particular consumer issue is housing costs. 
2 We have seen the tax system skew the value of real estate 
3 so that it is purchased not for the benefit of shelter 
4 and not merely for the benefit it can gain on the concept of 
5 a fair return on investment, but on the basis of tax 
6 benefits offset and deep sheltering of other income. 
1 That means that the price of real estate has 
8 been driven out of sight for most average workers in this 
9 State. That means that rents have been driven up far 
10 beyond the ability of people to pay rents. 
I wear another hat. And that's a hat as a 
12 real estate investor, a long time real estate investor; 
13 having been born and raised in California, I think perhaps 
14 it's genetic. 
15 (Laughter.) 
HS MR. SNYDER: I've done well in real estate 
17 investment, but not because of tax benefits, but because 
18 of investing on the principle that a good investment, a 
19 good purchase is going to make a good return for me and 
20 a good place for people to rent from me to live. 
21 I think that the tax system has skewed the 
22 values all out of proportion to what they should be and 
23 it's time that we brought that right. I mean and also, 
24 I wear another hat as a lobbyist as you well know, Senator. 
25 Let's get this down to where the dogs can get at 
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it. If you were business person and you wanted to make a 
ll llars and had a dollars to 
3 , do you think you d go to all 
4 loping a new product and it to 
publ taking the sk that it go 
dollars? Or would you and re 
to get you a tax break Sacramento? 
8 may be a view I have 
are go to 
o Sacramento with money in mind and buying those 
14 
5 
16 
18 
9 
of experienced, very llful to 
tax breaks that you and I and the ordinary 
s State cannot get. 
And I that's why we need a fair tax 
one levels play field,as we so 
all of us in ifornia. 
Thank 
CHAIR~~ BOATWRIGHT: Thank you. 
~1R. SNYDER: Thank you for taking me out of 
turn do have to leave. 
CHAIP~N BOATWRIGHT: That's all 
MR. MC ElJX)WNEY : you for takind rre out of turn. 
r1y name is Ken Me E I'm the executive 
0 
f Consumer Act which is a consumer 
zation. I when I was thinking of coming here 
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1 today, I got a call from a woman who worked for one of the 
2 larger banks in the disc ure area. Her job is to research 
3 and write the disclosure pamphlets that her bank puts out. 
4 One of the things that she just got hit with was 
5 a 1982 tax assessment with interest and penalties. She had 
6 an IRA that she got through her bank. And it was her 
7 understanding when she purchased the IRA, when she read the 
8 Tax Code 
CHAIRMAN BOATWRIGHT: Excuse me. 
10 MR. MC EL DOWNEY: Yes? 
CHAIRMAN BOATWRIGHT: We're going to shortly 
12 right after you -- you were not on the list. I'm going 
•3 back to the list that I put together 
14 t-1R. MC EL DmVNEY; Right. 
15 CHAIR}~ BOATWRIGHT: -- right after you. 
MR. MC EL DOWNEY: " Right. 
CHAI~AN BOATWRIGHT: So, that list I think is 
18 circulating and if not, I'll tell you who it is. 
19 Professor John Quigley. And there's a reason for 
10 this. Because he's speaking in terms of the theory, et 
cetera, and what's important if we're going to restructure 
12 taxes in California. And unless there's some semblance in 
23 the way the presentatiorlSare made, five months later it 
14 isn't going to make nearly as much sense. So right after 
25 you, we're getting back to the list of witnesses who took 
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the t effort to contact my of and ask be 
is not. So, cant 
HR. MC ELDONNEY: I'm I 
-- I contacted Bob zda's was as 
that I'd 
CHAIRMAN BOAT'VJRI GHT : He 't run s 
Mr. Boatwright runs s 
so. 
. ) 
MR. MC ELDOWNEY: point I to make 
was woman was charge sclosure 
formation a major bank based here San Franc 
was error herself in terms of deductability of IRA 
I this out that in 
of disclosure information for major cannot 
the tax system, we cannot expect 
zen to understand the tax tern. 
I IS needed is s 
s tax bill that 11 bas ly not create a s 
people who are dishonest to seek out 
ones al sting or through a lobbyist 
Sacramento 
punished. 
of the tax 
to benef t 
And I think a retains 
system; 
' 
increases 
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1 eliminates the tax loopholes. Thank you very much. 
2 CHAIRMAN BOATWRIGHT: All right. Thank you. 
3 Did you say you were a practicing CPA, or was 
4 that the gentleman before you? 
5 MR. MC EL DOWNEY: No. Two before me. I'm 
6 executive director of Consumer Action here in San Francisco. 
7 CHAIRMAN BOATWRIGHT: Okay. Good. Thank you. 
8 CHAIRMAN BOATWRIGHT: Would you take the 
9 microphone and identify yourself for the record. 
10 MR. ESCLAMADO: Mr. Senator, my name is Alex 
11 Esclamado. I'm the national coordinator of the Filipino 
12 American Political Association and also publisher and 
13 editor in chief of the Philippine News. 
14 I'm not a tax expert, Senator. My expertise is 
15 the Marcos situation in the Philippines and how to overthrow 
16 that regime. But I had an opportunity of leading a group 
17 of hundred -- over a hundred leaders who are concerned 
18 with tax reform about a year ago. 
19 And I'm happy that finally most of the items 
20 that they thought would be included in the tax reform bill 
21 is in the bill of the Assemblyman, 540. 
22 The Filipino community, which is the largest 
23 Asian group in California today and the fastest growing in 
24 the country, is supporting this simplification of tax that 
25 will make it equitable for everyone concerned, particularly 
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loopholes, fits for the rich. 
Thank much lege 
3 be you. 
4 CHAIRMAN BOATWRIGHT: Thank you. 
Thank you, Mr. Harris, bringing your 
1 All right. Let us hear now Pro ssor 
8 John Quigley the Department Economics the 
9 School of Public Pol , University 
0 at Berkeley. 
1 MR. QUIGLEY: Mr. Chairman, members the 
13 I've been asked to review the salient issues in 
4 evaluating proposals for reform or change in the 
15 Ca fornia personal income tax law. 
To that end, I will comment on the relevant 
!7 issues of economic efficiency and taxpayer equity in the 
I will also indicate, at least in a general 
, the relevance these comments to several specific 
proposals which have been advocated. 
The so-called bill, AB 540, and the 
report of the Governor's Commission on Taxation released 
t August. 
I should emphasize at outset, however, my 
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1 firm endorsement of the principle whereby such complicated 
2 and far-reaching reforms are considered carefully and 
3 dispassionately by an outside commission of experts, whether 
4 responsible to the legislative or the executive branches of 
5 the government. 
6 The interaction, apart from the tax code, is 
7 very important to evaluating any individual reform; thus, 
8 the deliberations of a group charged with considering 
9 comprehensive reform should be accorded due weight in the 
10 evaluation of alternative policies for reforming any 
11 single part of the tax system. 
12 In my view, there are three strands or three 
13 standards of comparison for evaluating any tax system. 
14 These standards apply equally well to federal as well as 
15 state taxes. They apply to the system of taxes as a whole 
16 rather than to any individual component, important though 
17 any one aspect may be in the entire structure. 
18 First, the distribution of the burden of 
19 taxation in society should be fair and equitable and should 
20 be readily perceived to be so. The tax system should be 
21 structured so that everyone is required to pay his or her 
22 fair share of the cost of the public sector. 
23 Second, taxes should be chosen so as to minimize 
24 interference with those private economic decisions that 
25 are made in the marketplace. The system of taxes should be 
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one wh storts as 1 as poss le the economic 
dec is s which wou otherwise be made by indiv ls and 
f acting in their own self-interest. 
4 Where distortions or incentives are explicit 
s of public policy. Such stort s in 1 
excess burdens upon the c zenry; that is they 
8 the level economic well be of society. In the 
9 absence of strong, defensible, and specif publ pol 
10 ectives, these distortions should be minimized. 
Third, the tax system should facilitate 
2 r and unambiguous administration by government ficials 
3 should be readily understandable to taxpayers and 
4 c izens. Where taxes are imposed explicitly, it should be 
5 atively strai forward for the individual taxpayer to 
16 compute s or her tax burden and it should be perceived 
7 to be straightforward as well. 
The trative costs, the compliance costs, 
and monitoring cost of the system should be minimized. 
my , these three principles can be used to se 
ove 1 structure of taxes imposed by government. 
It's more difficult to apply these criteria to 
only a part of the tax structure. What may be 
perceived as unfa in one part of the structure may be 
o fset by compensatory treatment elsewhere in the system. 
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1 It's for this reason that I note the notion of 
2 comprehensive tax review of the system and applaud its 
3 potential. 
4 It's also true that these three criteria may be 
5 somewhat ambiguous in their implications. More important, 
6 they may be inconsistent in their conclusions when used to 
7 appraise the tax structure. When these conclusions are 
8 not in agreement, trade-offs among conflicting objectives 
9 must be made. Taxpayer equity, for example, may require 
10 some administrative complexity and may also interfere with 
the neutrality of the tax system. It's precisely for these 
12 reasons that reasonable people differ on the specifics of 
;3 tax policy, although there's a surprising consensus among 
14 economists, at least, on many aspects of State tax policy. 
15 Let me begin by considering the important 
16 issue of equity and the perception of equity. We may 
17 evaluate taxes as fair or unfair depending on how close 
18 they come to satisying notions of horizontal and vertical 
19 equity. 
20 Horizontal equity refers to the distribution of 
11 taxes among people considered to be equals. Perfect 
22 horizontal equity exists when the tax structure literally 
23 provides equal treatment of equals, requires the people who 
24 are deemed to be equivalent in economic positions to pay the 
25 same tax bills. 
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The significance of this rather straightfoward 
c should not be underestimated. to 
3 provides a basic protection to citizens against the 
4 discriminatory activity of government. It also 
one of the more easily measured criteria by which the 
6 general public can evaluate the entire system of taxes. 
7 Individuals of the same economic or income 
characteristics can avail themselves of very different sets 
9 of tax shelters or tax avoidance activities: thereby 
10 greatly varying their individual tax liabilities. The 
1 perception of horizontal equity equity -- horizontal 
2 inequity is reinforced. 
3 If the normative guideline of equal treatment of 
4 s stopped here, designing a tax system would be 
15 Perhaps everyone or every household would be requi 
16 to pay the same taxes. 
17 But fairness in taxation must also recognize 
8 fact that taxpayers vary substantially by socioeconomic 
of payments among people deemed to be unequal. We can 
certainly not expect unanimity on citizens' views about an 
acceptable vertical distribution of the tax burden. 
But this clearly does not mean that all vert 
distributions are equally desirable. State tax pol ies 
signed to take a larger portion of the income of a poor 
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1 household than a rich household are unlikely to attract 
2 wide support among the citizenry or to be well respected. 
3 Neither would a tax system that attempted to 
4 confiscate wealth directly. Again, if individuals of 
5 differing circumstances can find it advantageous to invest 
6 heavily in tax avoidance activities, thereby varying 
7 liabilities, the vertical equity of the system is reduced. 
8 These two notions of fairness can be illustrated 
9 by the well-known benefit principle of taxation and the 
10 ability-to-pay principle. 
11 Under the benefit theory, taxes should be 
12 apportioned among the population in relation to the 
~3 benefits received from those goods and services that are 
14 provided collectively by our government. Under this 
15 principle horizontal equity requires that people who enjoy 
16 the same level or kinds of benefits pay the same amount in 
17 taxes. 
18 Vertical equity will be achieved if those who 
19 consume more of the services provided by government pay more 
20 taxes. 
21 The benefit principle is pleasing to those who 
22 feel comfortable with the notion that you should pay for 
23 what you get. Its appeal lies in its consideration of the 
24 uses and the sources of funds simultaneously. 
25 Linking people's tax payments to the services 
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he receives provides some efficiency signals to the publ 
l as well. If people are charged for what they use, 
3 
'11 have some notion of the cost of the goods and 
4 11 be a better position to compare its value to 
5 other goods and services that are available in the 
economy. 
CHAIRMAN BOATWRIGHT: Before you go on now to 
8 
, could I ask you a question on that? 
MR. QUIGLEY: Yes, sir. 
10 CHAIRMAN BOAT\\TRIGHT: As a practical matter, 
1 't it impossible to really tax the people who use 
13 the income spectrum? As a practical matter, don't they 
14 
5 
n 
19 
rely more on government services that are paid for with 
taxes than, say, a person who lives in Hillsborough who 
has a private security system that does the 
patrolling. They don't rely so much on the police. Their 
are probably sprinkled with a sprinkler system so 
don't rely so much on the fire department. 
And as a practical matter, the chan,ces are '1 
never take welfare, perhaps never even Social Security. 
So, as a practical matter, wouldn't horizontal taxation 
be very difficult to achieve? 
MR. QUIGLEY: I think as a practical matter, 
Senator, a great number and a great fraction of the services 
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1 provided by government, particularly the State government 
2 compared to local government, are the kinds of things that 
3 are consumed collectively. 
4 It's difficult or impossible to exclude citizens 
5 from consuming goods on the one hand, and on the other 
6 hand, a number of the goods that are provided by 
1 government are those things which are distributed on 
8 some notion of deservingness or merit among the citizens. 
9 Many of the things that are provided by State 
10 government are not the kinds of goods and services for 
11 which the -- the equity principle which I am discussing 
12 here would be relevant directly. 
~3 There are some fraction of government services 
14 and a much larger fraction of the services of local 
15 government fall into this category (sic) . 
16 CHAIRMAN BOATWRIGHT: All right. Okay. But, 
17 see, for example, if you take Medi-Cal, I think we all 
18 agree where that goes with respect to income levels; if you 
19 take social services, the same thing is true with respect 
20 to local governments, county social services, which in 
21 part are supported by State monies. Also, with respect 
22 to hospitalization and we're talking now about the 
23 17,000 Nelfare & Institutions type people that I think is 
24 around 70 percent now sustained by local government; the 
25 rest is State government. 
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Isn't it still true,with respect to State 
2 taxes, the burden would be di 
MR. QUIGLEY: Yes. 
CHAIRMAN BOATWRIGHT: given on basis of 
5 zontal taxation? 
MR. QUIGLEY: Yes. I agree. In my re 
are sharp and very narrow limits to the extent to 
the benefit principle can be applied to State 
9 government as compared to local government and even narrower 
0 1 s to the federal government. 
RMAN BOATWRIGHT: All Go 
ink you were about to get into horizontal. 
MR. QUIGLEY: As I sa , since so many of the 
s provided State government are collective and are 
excludable, some other method must be used to es 
benefits accruing to individual citizens the 
7 State of California. 
Can individual income tax be interpreted from 
benefit point of view? Well, the answer is, yes, but 
on if one believes that the benefits that citizens 
the public sector accrue to households in some rough 
re ion to their taxable income. 
Certainly, however, as we deal with broader taxes 
and as the goods that are are more clearly 
goods, the usefulness of this principle as a 
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1 specific guideline for distributing the tax payments at the 
2 State level among households declines. 
3 Alternatively, if it were possible in some 
4 technical sense to identify the beneficiaries of government 
5 action, the value of the benefits they receive, and to 
6 exclude nonpaying households, there may be much less need 
7 for a public sector at all (sic). 
8 Now, the ability to pay principle focuses 
9 attention in contrast on the revenue side. Horizontal 
10 equity requires that people with equal ability to pay 
11 be subject to the same tax liability. 
12 Vertical equity is interpreted to mean that 
•3 those with greater ability pay higher taxes. Implementing 
14 this principle requires us to define specifically what we 
15 mean by taxpaying ability and to determine how much more 
16 people with greater ability to pay ought to be forced to 
17 contribute. 
18 This can be interpreted to mean that those with 
19 greater command over resources, income, or perhaps wealth 
20 should pay more taxes. My ovm value judgment is not only 
21 should the rich pay more in taxes than the poor, but they 
22 should pay progressively more. 
23 The second criterion for a good tax structure 
24 require--
25 CHAIRMAN BOAT'VJRIGHT: Let me interrupt you there. 
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MR. QUIGLEY: Yes. 
k of on the firing line with taxes 
4 Sacramento, rather than the theoretical f ld, I agree 
5 with what you're saying in principle. But if you're go 
to with -- and I sort of agree with this -- all 
there are no deductions, and really go to a 
f tax rate of some sort, but you still have to 
categorize, even as Mr. Harris does in s bill, 
10 re to levels perhaps. And there are three levels: 
1 ero and the other two actual rates. Rather than -- as I 
1 
1 
1, about -- what is it -- one and a half percent of 
people in California pay 33 percent of 1 the taxes, 
? Income taxes. If you're going to keep that and 
skew it and not become punitive in that the 
do and usually -- unless they inherit it and 
they live off the interest -- they work for it. 
or other they built a better mousetrap. 
Have you ever thought about or has anyone 
respect to theory -- ever thought about if you do away 
everything, rather than having a tax rate where it's 
rcent for the people zero to 10,000 and, you know, 
that, reversing that, for example? 
If you're doing away with deductions -- because 
the problems now is that some people in that above 
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$100,000 range that do pay about 33 percent of all the 
2 taxes and they're only one and a half percent of all the 
3 people, to get all those people so that all of them pay 
4 their fair share. If you're doing away with deductions, 
5 you're doing away with their ability to take the writeoffs, 
6 how about an inverted rate where actually the people, 
7 rather than with 11 percent -- if you're doing away with 
8 all the deductions above $100,000, perhaps it should be, 
9 rather than 11, perhaps four percent. 
10 And the people down below who don't have the 
11 deductions, perhaps it should be say 7 percent. Has anyone 
12 ever thought about that on a theoretical basis if you 
n really want ·to in a sense -- and this is the American 
14 system -- if you want to reward, to a degree, people who go 
15 out and work and make it, right? I mean, it's never been 
16 our theory,and it is a capitalist form of government, that 
17 we take away all that money. I 
18 That recently happened 1n France. And all of the j 
19 
21 
22 
23 
14 
25 
money left that country as a matter of fact. And now, 
Mitterand is reversing that policy. He's right now in the 
process of reversing that policy to get money and private 
enterprise to come back into France because it didn't work. 
What about that aspect? Has anyone ever thought 
an inverted range of percentages for taxation? 
MR. QUIGLEY: I think the first ~ssue that you 
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I, 
5 
10 
16 
n 
to is real rue in cons ing these 
al reforms. And that the notion 
as one reduces the number of deductions and exemptions 
and makes the tax base broader, one has the s for 
ing rates as a result. So that it is possible to 
extent that what some people call loopho s and 
1 valuable incentives are removed from tax 
As a result this, it the to 
rates in general. 
So that 1 s -- it seems to me that is a cri ly 
le part of these kinds of proposals. 
The issue is what should the structure 
se new lower rates be. And here I think people 
in a varie of ways. 
On the one hand, there are arguments for a 
flat ser s of tax rates. Those are typically 
terms of the efficiency of the system and the 
of the rate tructure upon labor supply, 
1 , people's desire to earn income. 
In contrast, the argument made by others is 
fact, at State level these incentives are 
small. 
CHAIID'lJi..N BOAT~lRIGHT: Compared to the federal. 
MR. QUIGLEY: Yes, that's correct. 
CHAIRMAN BOATWRIGHT: Okay. 
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1 MR. QUIGLEY: That's not to say that they're 
2 irrelevant, but that is to say that the principle of 
3 progressivity and the principle of ability to pay outweighs 
4 the incentive and efficiency effect. 
5 But I think this points directly to both the 
6 advantages of these kinds of reforms and to one of the 
7 tradeoffs which our State Legislature is going to be 
8 forced to make. 
9 Well, the second criterion for a good tax 
10 structure requires minimizing the deadweight losses or 
11 the excess burdens arising because resources are 
12 misallocated by taxes. 
~3 The problem is to decide on a set of levies for 
14 the citizens which has minimal impact upon those decisions 
15 made by citizens. 
16 Now, practically any tax distorts the economic 
17 choices confronting the population. Actually, there are a 
18 couple of exceptions. A head tax in which all households 
19 were taxed by their very existence would not distort market 
10 choices. Ironically, a completely random tax would probably 
11 fall into the same category. 
12 Virtually any real-world tax is bound to be 
13 distortionary. This is certainly true for an income tax, 
14 consumption tax, or a set of sales taxes. 
15 An income tax distorts the choices an individual 
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1 makes s ma~e between work and le and 
consumption today and tomorrow. 
the returns from income 
tax makes work less attractive at the than leisure, 
untaxed. 
Simi , by the return from saving 
tax, make present consumption more attractive 
8 A consumption base may thus be 
pre to an base for taxation. The disincentive 
10 to save resulting from taxing the returns to saving under 
1 
3 
7 
8 
tax would be eliminated under an ideal consumption 
tax, at least as as tax rates remain constant over a 
's time horizon. 
Both taxes are clearly distortionary. But it's 
argued on r 1 grounds that a consumption tax is 
distortionary. We should also expect a more 
set of rates to lead to larger distortions. The 
of taxe according to the third criterion, 
cost of istration and compliance, is more 
stra forward. 
The co borne by taxpayers in calculating and 
out taxes are lost to society as are many of the 
costs of investing tax shelters and tax avoidance 
schemes. 
Many of these investment costs do appear as a 
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part of the GNP in the national income account. But I 
2 suggest that the social value is quite low. 
3 The costsof administration and compliance 
4 borne by the public sector are quite easily calculated 
5 and tax policy should minimize these losses. 
6 Now, how do these general principles affect 
7 State and local tax policies, specifically income tax 
8 policies? 
9 At the State and local levels, the role of 
10 taxes in distorting consumer choices has one added and 
11 perhaps important complication --at one extreme,considered 
decisions regarding redistribution of income through a tax 
code at the local level. 
14 If the citizens of San Francisco were to adopt 
15 a highly progressive system of taxes; that is, a tax program 
16 that soaked the rich to benefit the poor, it would be 
17 self-defeating immediately. This is true, even if the 
18 
19 
20 
21 
23 
24 
25 
citizens of San Francisco were unanimous in their ethical 
views about the imposition of an ability-to-pay tax 
formula. 
After the passage of such a progressive tax 
reform, it would be in the self-interest of those who would 
be required to pay a higher fraction of their income in 
taxes to move to neighboring jurisdictions and it would be 
in the interest of low-income households in neighboring 
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would gain to move to San Francisco. 
I s an pr of 
nance tax structure not to 
at local 1. Distortions in 
of by individuals and firms are 
to be substant , and actual amount of 
str which can be i quite 
1. 
In the limit, we could easily 
c tances where local jurisdictions had sharply 
s tax statutes but in which very little 
stribution to income households actually took place. 
The government, of course, is in 
exactly the oppos circumstance. There's litt 
of residents in response to taxation. Thus, 
a ssive tern of federal taxes could be used to 
raise revenues and redistribute resources to the poor 
if body pol only chose to do so. 
Where s a state like California fit along the 
cont an isolated town to a nation state? From 
po of view, of course, a system in which 
stribut and antipoverty programs were undertaken 
the federal government would be highly desirable. The 
ro 
el 
of States in s would be downplayed or 
We do not live such a world, however, and 
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2 five years have resulted in less rather than more 
3 redistribution at the federal level. 
40 
4 Should the State of California continue to have 
5 a progressive structure? In my view, there are relatively 
6 few locational distortions that are likely to be 
7 introduced by the progressive system of rates at the rates 
8 we are talking about in California. 
9 The border state problem is relatively less 
10 important here than in places where households and firms 
11 can easily relocate short distances across state lines in 
12 response to tax differences. 
•3 It appears to me that other issues of comparative 
14 advantage of California versus other states are more 
15 important than taxes in affecting locational decisions. 
16 California income tax policy is not irrelevant 
17 to the location choices of households and firms, but in my 
18 view it is not of paramount consequence. 
19 Thus, from the viewpoint of Sacramento, the 
20 issues in income taxation are the same kind of efficiency 
21 losses from rate structure as one would get from the viewpoizt 
ll of Washington. 
23 Under many circumstances it would appear to be 
24 more efficient to tax consumption as opposed to income. The 
25 social losses from misallocation may be smaller. This, 
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1 however, would integration of income tax with 
sales tax a more comp base, some 
3 s from serious tax re proposals. 
The pr les of 1 and vertical 
5 a so that the ifornia Tax Code incorporate 
rt credits or li deductions as 
Put another way, the absence of overriding 
reasons perce to be , the system of 
tax credits and ions should be rationaliz 
Thirdly 1 the administrative and compliance cost 
would be minimized by compliance with federal 
12 tax s. It would be most advantageous to adopt the 
1 tax s in their entirety. California State 
14 taxes cou be ied as a surcharge on federal 
5 l ions. s would enormously the State cost 
stration and would tax payments simple, 
17 if not all together painless. 
18 
9 
Conformity th federal regulations would be 
diff to achieve without a one-year lag. It would also 
ratification of the system of preferences and credits 
available in the federal Internal Revenue Code. 
Understandably, there'd be incentives for 
of the Legislature and others to t with particular 
IRS 
State 
ations. Neve less, if discrepancies between 
l regulations can be minimized, there are 
PETERS SHORTHAND REPORTING CORPORATION 
3433 AMERICAN RIVER DRIVE Sl!ITE A 
'SACRAMENTO CALIFORNIA 95825 
TELEPHONE 972-8894 
42 
1 real gains to all in reduced compliance costs. How do these 
2 principles relate to the current proposals for income tax 
3 reform in this State? 
4 First, with regard to the rate chosen, both the 
5 Tax Reform Commission and the Harris bill propose 
6 considerable flattening of tax rates and a considerable 
7 broadening of the base. 
8 The Governor's Commission proposes a two or 
9 perhaps a three-rate system, depending upon how you read 
10 the report. 
11 A flat tax of five percent on ordinary income, 
12 an additional five percent tax on higher income, and 
•3 perhaps an additional five percent on tax preferences. When 
14 compared to the current rate structure, it's proposed to 
15 reduce, but only slightly, marginal tax rates at the high 
16 end. 
17 Because the tax base is broadened considerably 
18 and yields are reduced, a lower tax rate is proposed for 
19 lower income households. The proposal embodied in 540 is 
20 also a two-rate structure. A tax rate of four percent on 
21 lower incomes and a tax rate of seven and a half percent on 
22 higher incomes. 
23 The flatness of the rate itself in my view is not 
24 a move towards simplification. The current rate structure 
25 varying from one to 11 percent is no more complicated than 
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1 one that has a ler number of rates Taxes can be 
from a table just as easily as they can be 
a desk ca r from a two-t r rate 
4 structure 
5 The thing about these rate changes, 
6 , is they are be considered and 
7 scus independent the tax reform at 
8 ral 
9 In 1 federal rates 
0 the treatment of State income taxes are very important 
12 
14 
17 
18 
an evaluat of these reforms. For example, under 
current law a in the highest tax bracket in this 
State an 11 percent marginal tax rate on additional 
These taxes, r, are fully tible from 
household at the 50 
1 tax bracket, the marginal rate is only 
f a rcent. 
If, as is proposed the federal law amended 
these taxes as zed deductions, then it 
that the propo of the Tax Commission would, 
with federal tax reform, increase taxes at 
highest level from a marginal rate of five and a half 
to 10 rcent or rhaps to 15 percent. 
This woulc be a substantial increase in marginal 
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1 tax rates. 
2 Similarly, if deductability is repealed at the 
3 federal level, the highest marginal tax rate in AB 540 
4 would increase from five and a half to seven and a half 
5 percent. 
6 These are substantial increases in California 
7 tax rates. Second, the two bills vary in the definition of 
8 taxable income base for application of any of these rates. 
9 The proposal of the Tax Reform Commission adopts 
10 the federal definition of adjusted gross income with a 
11 couple of exceptions. This is an important and desirable 
12 change when compared to the current law. The AB 540 
j3 version of the bill is a bit more complicated. It varies in 
14 important ways from the federal definition of adjusted 
15 gross income. It attempts to integrate the treatment of 
16 capital gains and losses. This would increase the general 
17 progressivity of this tax structure, but may have other 
18 undesirable effects. 
19 Second, the proposal of the AB 540 bill would 
20 change several aspects of the taxation of unincorporated 
21 business and proprietorships. In particular, it would 
22 specify depreciation parameters which are different from 
23 those employed at the federal level, thereby complicating 
24 the problem of tax compliance and ~- for individual 
25 taxpayers and for monitoring -- and monitoring for the State 
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11 would modify the treatment of business 
ses and tax c avai to unincorporated businesse . 
3 Tax treatment would across s as rated 
and bus ses were somewhat 
5 f 
6 The exact ef change is unclear. 
7 But for firms to 
9 Both proposals also drastically limit the number 
10 of credits which may be employed against income tax 
11 this is because the reforms promote 
~3 taxpayers of different income classes. 
17 so forth be considered as appropriations by the State 
an associated tag. 
The tax credits which would remain make a great 
sense. Credit for taxes paid to other states 
on rec renter's credit can be justi-
f as an attempt to make the tax treatment of low income 
renters similar to homeowners who are allowed an exemption 
State prope taxes. 
One of the t c isms of both proposals 
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1 however, lies in their treatment of deductions against 
2 adjusted gross income. Both proposals do conform more 
3 closely to the federal definition of income. Both reduce 
4 specific. tax deductions before applying the tax rate. 
5 However, both of these reforms make an exception 
6 for mortgage interest payments for owner-occupied housing. 
7 The Tax Reform Advisory Commission proposes full deductions 
8 on mortgage interest rates made on the principal residence. 
9 AB 540 permits a $35,000 mortgage interest to be 
10 deducted. No other interest is deductible from adjusted 
J1 gross income under either plan. 
12 These deductions made no sense at all and should 
~3 be eliminated. The Tax Commission justifies its proposal 
14 with a single sentence, noting that home ownership is a key 
15 objective for California and contributes greatly to the 
16 stability of our society. 
17 Assuming that both of these facts are correct, 
18 there's rather convincing evidence that relative prices 
19 make only minute differences in the tenure choices of 
20 American households. 
21 Home ownership is determined much more directly 
22 by income and by demographic considerations than by 
23 relative prices even if these prices are subsidized by 
24 general taxpayers. The deductability of mortgage interest 
25 payment:s is a very regressive aspect of both proposed 
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' 
tax re On homeowners are permitted to make this 
homeowners are to make s 
some rt to their 
homes. 
Househo with higher to have more 
their incomes are higher and they're 
more 1 ly to ust mortgages to minimize taxes 
8 The f report of the Advi Commission 
ludes a hypothetical tax bill of several ical 
10 s. The les illustrate the importance of the 
1 tax treatment of mortgage interest. 
11 A renter with about $84,000 in income pays the 
~3 same tax as a homeowner of a hundred thousand dollars. A 
iS tax as a homeowne with an income of $50,000. 
16 There' no reason to allow larger deductions 
17 simply because households have more income and thereby 
more hous The tax treatment of owner-occupied 
19 hous is in my one of the major inequities of the 
tax structure and tax reform in California provides 
opportunity treat all interest payments 
consistently, deduct for all interest 
payments between owners and renters more equitably as well 
as who to own more or s ing. 
Eithe could be strengthened by 
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1 disallowing interest deductions so as to increase taxpayer 
2 equity and to broaden the tax base and conceivably to bring 
3 down rates even further. 
4 In conclusion, in my view, few ,econo.mists would 
5 disagree in general with income tax proposals which would 
6 broaden the tax base, thereby permitting rate reduction 
7 which would eliminate the current reliance upon tax credits 
8 and tax expenditures to finance special causes no matter how 
9 worthy and which would increase conformity between federal 
10 and state tax policies. 
II The general principles of tax policy I've noted 
12 indicate that the common features of tax reform in these 
13 proposals are in the interest of fairness and efficiency 
14 and administrative ease for the State of California. 
15 CHAIRMAN BOATWRIGHT: All right. Mr. Harris? 
16 ASSEMBLYMAN HARRIS: I'd just like to ask one 
17 question if you could tell me. 
18 Is your feeling, then, that the move towards 
19 conformity, even though it does cause problems vis-a-vis 
20 the time lag, et cetera, is the correct way to go? Is the 
21 simplicity factor significant enough to justify moving 
22 towards greater conformity with the federal tax system? 
23 
24 importance . 
25 
MR. QUIGLEY: Yes, sir. I think it's of great 
ASSEMBLYMAN HARRIS: ~vould you advocate a 
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piggyback system? 
2 MR. QUIGLEY: I would. In , my first best 
3 tax program for the State of California is the piggyback, 
4 which, in fact, need not have the same progressive structure 
5 as the federal tax law; that is, two parts of a look-up 
6 table could be adjusted gross income and federal tax 
7 1 il 
8 For those two parameters, we could define a tax 
9 structure for California that met a variety of goals of 
10 eff iency and progressivity. 
ASSEMBLY~AN HARRIS: So, buying into the 
12 inequities of the federal system you feel is justified on th 
~ 3 is of the simplicity? 
14 MR. QUIGLEY: I --
15 ASSEMBLYMAN HARRIS: Well, I mean, I think 
16 've al acknowledged that there are inequities in 
17 the federal system. 
8 
9 
So, fact, if you go into a piggyback system, you' e 
those inequities; is that right? 
MR. QUIGLEY: That's correct. 
ASSEr1BLYMAN HARRIS: Okay. And you 1 re saying 
you think that doing so is justified based on 
1 ity and that the inequitv is not such to a degree 
justifies the existing system? 
MR. QUIGLEY: Yes, Mr. Harris. 
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1 MR. HARRIS: Okay. 
2 CHAIR~ BOATWRIGHT: All right. Thank you, 
3 Professor. 
4 Mr. Ajalat, who served on the Governor's Tax 
5 Reform Advisory Commission. 
6 MR. AJALAT: Thank$,Mr. Chairman. If I could 
7 put this up here maybe for you and the benefit of those in 
8 the audience, since you're considering these two major 
9 proposals, they say very simply what the Governor's Tax 
10 Reform Advisory Commission has proposed. 
11 (Thereupon, two poster board displays 
12 were placed in front of the hearing 
•3 room.) 
14 MR. AJALAT: Since the Senator does have a 
15 smaller form of the same proposal. 
16 My name is Charles Ajalat. I was a part of the 
17 seven person Governor's Tax Reform Advisory Commission. And 
18 I'd like to make two or three brief comments. One on how 
19 the Commission viewed the existing system; two, what our 
20 proposal is; three, Senator, I guess in partly response to 
21 your questions about how AB 540 would be viewed, I could 
22 give you my personal comments. The Commission did not 
23 consider it. Our \'lork had been done prior. 
24 And, four, perhaps address one or two of the 
25 comments that have been made with regard to these kind of 
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als, although I take the professor's proposal as being 
2 r the most part of our suggestions. 
As you know, the Governor's Tax Reform Commission 
4 was a group of independent people who were not influenced 
5 by anyone. Some criticized that they weren't influenced 
6 enough by anyone. 
But what we tried to do was take a long, hard 
at the income tax system and the entire system and 
9 to give views based on our expertise of what would be best 
10 all Californians in terms of a tax system. 
1 ~<Jhat we saw in the existing personal income tax 
12 tern was a lot of very dramatically bad things, some of 
3 which have been touched upon, but not all of them. 
14 One, as a result of inflation -- now we have 
now in the personal income tax system. But that 
17 over the course of time. 
8 And I think it's very important to realize that 
1952, as a percentage of general fund revenues, the 
income tax system only accounted for 9 percent as 
In 1985, we're up to 35 percent from 9 percent 
to 35 percent, almost a quadrupling -- not in absolute 
dol ; that would be understandable -- but as a percentage 
So, we're putting a huge burden on the backs of our income 
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1 tax payers. And at the same time, we have been decreasing 
2 other taxes. There has been a lot of tax reduction that 
3 the public's not been aware of in the existing tax 
4 structure. 
5 The second factor that the Commission noted was 
6 that the complexity is very demoralizing to the taxpaying 
7 community. We saw at all levels of income people very 
8 frustrated. The high income payers who were paying their 
9 fair share, as you indicated, were equally upset with the 
10 people that Bob Gnaizda was talking about. 
11 The low income taxpayers had their own gripes, 
12 which are, of course, obvious. But perhaps the greatest 
~3 concern that I saw was with the middle income taxpayers, 
14 who were saying, "We see nine million lines on that return 
15 and we don't use very many of them. And we can't afford 
16 We're not rich enough to be using them or poor enough to be 
17 getting out the other way. And somebody' s using those," 
18 and there's a great deal of demoralizing with regard to 
19 government and the income tax system in particular. 
20 There's no reason why we as a society should be 
21 spending $17 to $27 billion a year in the preparation of 
22 federal, state, and local income tax returns. As a society, 
23 we could be putting our people and our resources to much 
24 more effective use. 
25 The Commission also noted the complexity does 
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allow reporting of debatable transactions. There's 
2 risk that people will be questioned and practically 
3 no risk that they'll be found fraudulent. 
4 And, as you know, the Little Hoover Commission 
5 in concordance with our kinds of studies, have made some 
6 or recommendations with regard to another of our 
1 proposals, the Department of Revenue and the Tax Court, to 
8 try and cut back on the tremendous loss to California has 
9 from the underground economy. 
10 We lose $2.5 billion a year out of the 10 billion 
11 that we collect. We're losing 25 percent, depending on how 
12 you calculate the percentage. ~'Ve 're losing a huge amount 
d3 simply by people not paying taxes. And part of the 
14 reason is that we have such a complex income tax system 
15 and such an unfair income tax system. 
16 And I might note, Senator, that if we collected 
17 even 10 percent of that underground economy money, we'd 
18 be raising $250 million a year. And I do believe that 
19 having a system that's understandable, that's perceived 
as fair is going to go a long way toward reducing some of 
underground economy out there. 
The public perception, as I indicated, is that 
2! you can get solar energy credits if you're rich and you can 
14 get this if you're poor, but for the middle class you 
don't get it. 
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1 Perhaps the greatest complexity, perhaps the 
2 greatest example of complexity of the California system, 
3 aside from the federal system, is when you look at what we 
4 call in the tax law, the California Package X. This is a 
5 package put out by the Franchise Tax Board of the most 
6 commonly used forms and instructions. 
7 That package of the most commonly used forms and 
8 instructions is 272 pages. It's outrageous. 
9 The Advisory Commission on !ntergovernmental 
10 Relations, which is an agency created by the Congress 
11 that deals with federal, state, and local governmental 
12 relations, in a study that I saw from their executive 
~3 director, indicates that California in terms of business 
14 climate is 50 of the 52 States (sic). I'm sorry, it's 50 
15 of 50. 
16 Maybe they're including the District. I can't 
17 remember whether it's 50 or 52. It might have been. 
18 But Tennessee, on the other hand, for example, 
19 was second on that listing. And there's a reason. There 
20 are a lot of reasons why the Saturn plant was located in 
21 Tennessee. And one of the major reasons why in this study 
22 the business climate was considered bad was because of the 
23 higher marginal tax rates in California. 
24 So, the personal income tax, aside from the 
25 corporate tax, the personal income tax does play, we 
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bel , an important role in terms of what's good for the 
Ca i overall. 
The bottom line then is that the Commission 
bel s strongly that a simple broad-based tax 
5 that this is an idea whose time has come. 
Now, if I might approach this chart, I think I 
7 can show you very simply what our proposal is. And it's 
8 important that I be able to do that, because you saw 
9 and we have a great deal of respect for what Assemblyman 
10 Harris has done and believe very strongly he's going in the 
way. I do, as I should say. 
12 But his system is dramatically more complex and 
~3 has other problems that at least as an individual, I might 
14 1 to address. I do believe, however, that in considera-
15 of these proposals, this Committee and the Legislature, 
6 and the Governor can come up with something that will be 
i for the benefit of all the people of California. 
Now, our Commission had three really principles--
's fair to say that there was an overriding 
addition to those three, and that is 
1 
We think it's critically important that there 
be simplicity in our taxing structure and greater simplicity 
all of our governmental -- in all of the citizenry's 
with government. And I think it's just not fair 
PETERS SHORTHAND REPORTING CORPORATION 
3433 AMERICAN RIVER DRIVE, SUITE A 
SACRAMENTO C;,UFORNIA 95825 
TELEPHONE l;i16i 972-8894 
56 
1 to say that we live in such a complex society that simplicitj 
2 can't be achieved. 
3 I think that's a red herring of the highest 
4 sort. But aside from simplicity, that overall term, we 
5 looked at three as·pects that we felt should be part of 
6 the California personal income tax system. 
7 In part -- I emphasize only in part -- we 
8 felt that there should be conformity to the federal income 
9 tax system, but only in part. And that is what the 
10 professor indicated. There are a lot of people who think 
11 we ought to have total conformity. 
12 And for those who, in the audience -- because 
~3 I know,Senator, you're very well acquainted with it -- when 
14 he used the term piggyback, he's talking about taking a 
15 percentage of the federal tax. And that is adopting all 
16 the federal policy choices. That is not what the Tax Reform 
17 Advisory Commission proposal does. It has three aspects 
18 to it conformity, partial conformity, a broadening of the 
19 base, and a flat tax, which he indicated is a separate 
20 issue really. 
21 You start -- you really fill out five lines 
22 if you were a Californian and this proposal was adopted. 
23 And I might say that although this proposal is a long way 
24 toward a legislative-type proposal -- we specifically didn't 
25 flush out all of the aspects. We specifically put an item 
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our that indicated in conjunction with other 
re sals Legislature's considering, this 
al should -- those proposals should be worked in to 
s framework which we felt was the right framework. 
You have conformity. You have base broadening. 
have the f rate. You have essentially five 
ly. You take your federal adjusted gross income 
off your federal return. Now, that doesn't get in 
1 of those things that were talked about before. It's 
ly a calculation based on what your income is for 
tax purposes and you've got to be taking into 
account some calculation of that -- what that proper 
is. 
People are guided by the federal tax 
consequences. There's no question about it. Your 
consultants indicate that, and I think it's a 
g 
eliminate all deductions, except two --
contr ions and principal residence mortgage 
st. 
Why se two? The key thing that when we're 
talk about base broadening, we're talking about 
r you say -- what you should say that all these are 
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1 for valid policy reasons. But when I'm talking about 
2 base broadening, I'm saying what impacts the majority 
3 of taxpayers out there. And what the public wants and 
4 is entitled to and deserves is the charitable contribution 
5 and the principal residence mortgage interest. 
6 And we did add the very slightest complexity, 
7 but not really, because you take it right from the federal 
8 line, by limiting it to your principal residence. The idea 
9 behind having a housing exemption is to encourage home 
10 ownership. It is not to be paying for the second home. 
11 I shouldn't be saying for your vacation home. And I wish 
12 I had one so you'd be paying for mine, but that isn't 
~3 really the way it ought to work. 
14 Could you do as Assemblyman Harris has done and 
15 as I think the professor suggested and limit the mortgage 
16 interest? You could. As a practical matter, you achieve 
17 very little revenue for the State when you do that, almost 
18 de minimus I would think in terms of the overall large 
19 dollars we're talking about. 
20 And it adds some complexity. But, did the 
11 Commission as a whole feel very strong about it? No, we 
22 could have recommended that and could well. 
23 CHAIRMAN BOATWRIGHT: Possibly Mr. Harris' 
24 $35,000 is probably less than one-half of one percent would 
25 be affected anyway. And the complexity, everyone --
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MR. AJALAT: (Interjecting) That was our 
We want to emphas e to the Legislature, to the 
Governor that we've got to have some simplicity in our 
l and in our taxing system. There's no reason for 
s of forms and instructions. People can't follow 
··lawyers can't follow them. 
8 So you simply take these two deductions and you 
9 get these from your lines. You could practically calculate 
10 s return in your head; seriously, you could. 
If you were a wage earner and you basically knew 
2 your wages were and if you basically knew what your 
3 charitable contributions were or your mortgage, you would 
s deduct from that a very generous exclusion at the 
15 We felt that was important to take care of those 
6 our society. 
And we have a generous exclusion of 16,000 on 
a j return, more generous than any of the proposals 
been made. And Assemblyman Harris has 
the same and had that originally. And it's 
still close to that. 
You would take out the personal exclusion and 
s apply a flat five percent tax. You -- we left in 
the renters for some of the reasons the professor 
s , in addition to the fact that people feel that renters 
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1 credit is important. 
2 If you were looking at it purely theoretically, 
3 as opposed to trying to put a policy together that would 
4 work, it really doesn't make a lot of sense if you were to 
5 benefit renters, to have hundreds of thousands of people 
6 filing returns simply to get the renters credit. That's a 
7 lousy way, with all due respect, Senator, for -- to run a 
8 system. 
9 But in terms of the overall proposal, we felt 
10 that it was important to leave the renters credit in. 
11 Now, what are the effects of the proposal? They 
12 are that 80 percent of all Californians would pay less or 
13 the same amount of tax. And that's a very key statistic. 
14 We -- there's one other aspect to it that you 
15 should know. This really is a flat rate with a surcharge. 
16 There was a reference made to the preference tax. There's 
17 a lot of debate in the Commission regarding the capital 
18 gains and other things like that as well as my understanding 
19 that the Legislature does want to have control over its 
20 tax system. And that's why I say we only have partial 
21 conformity. 
22 Through the preference tax, where the Legislature 
23 wants to make a true policy decision as opposed to a 
24 little tinkering here or there, you can do so. And the 
25 preference tax being left in essentially leaves capital 
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1 working with Assemblynen and your Committee and others, 
2 that a proposal could be put together which would lower 
3 the top rate below ten percent. And I certainly would 
4 favor that if we could keep the other elements of it. 
5 With regard to AB 540, there are some 
6- similarities -- and I'm speaking now individually -- but 
7 this sytem is obviously dramatically simpler. Although 
8 AB 540 is somewhat of an improvement, if you try to put 
9 AB 540 into that chart, you'd see all kinds of things. 
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10 You'd see essentially the existing 540A and the 
11 540. More importantly, it's financed by some policy 
12 decisions that I don't think are the right policy decisions. 
13 It hurts the small businessman in many ways by limiting 
14 business losses. And if you took out that one factor 
15 alone, you'd have a $900 million revenue loss. So that's 
16 not an insignificant thing. And on the other hand, if you 
17 left that provision in with the carry forward, my own 
18 personal judgment is that it's not really a revenue neutral 
19 bill. 
20 But if you took into account and could under-
21 stand -- and it may be that the computers really can't 
22 even tell us, Senator -- and that's why the Governor's 
23 Commission recommended, among other things, a general 
24 equilibrium model perhaps be developed for the State of 
25 California. But 'if you took into account the full effects 
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1 that issue at this point. 
2 Under AB 540, if you itemize, you don't get the 
3 standard deduction. Under our proposal if you itemize, 
4 you do get the standard deduction. We think that's an 
5 important situation as well. Perhaps most importantly, 
6 the breaking line in AB I wouldn't say most.important 
7 but significantly, too, is the breaking line in AB 540 
8 between the two rates is at. around the 38,000 level, where 
9 our proposal puts it at the 60,000 level. 
10 But they're both important proposals. And they 
11 can really work together and through this Legislature. 
12 The important thing is to give Californians what they 
~3 really do want, which is a simple broad-based tax. 
14 The Tax Reform Commission proposal was 
15 deliberately designed to reduce the percentage of revenue. 
16 We believe that the percentage of revenue from the income 
17 tax system is too much. 
18 Now, we had a separate independent proposal in 
19 which we said to ourselves that it seemed quite anomalous 
20 to say the least that alcoholic beverage and cigarette taxes 
21 had gone down each year because they're based on a flat 
22 quantity as opposed to sales price, for example, on the 
23 sales tax system. Each year there's an automatic reduction 
24 whenever you have'inflation. There's an automatic 
25 reduction in the alcoholic beverage and cigarette taxes. 
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be adopted that could still retain the outlines of this 
2 form and make it work. We believe, as a Commission, that 
3 both should be done and that they should be tied together. 
4 The arguments that have been used against these 
5 kind of proposals seem to me really to be not very strong 
6 arguments at all, Senator. The two major ones I think 
7 that have been raised are that of conformity and why 
8 don't we await federal tax reform. I'd like very briefly 
to just address those in a sentence or two and then I would 9 
10 be done. 
11 Now, with regard to conformity, the say, well, 
12 "What are you going to do? Are you going to have automatic 
43 conformity? Aren't you going to lose revenues if the 
14 federal government changes its base or increase revenues?" 
15 They don't want to -- the Legislature, I think, as a 
16 political matter, doesn't want to increase rates to -- even 
l7 though you have a broader base. And so people are worried 
18 about automatic adjustments to the federal system. First 
19 of all, I don't believe there are constitutional problems 
10 with pure conformity. 
21 And if there were, clearly not to our system. 
12 I say clearly. I've not looked closely at the issue, but 
13 that is a very strong feeling. We've left discretion in 
14 the Legislature \<lith regard to the major items of 
25 deductions, and credits, and tax rates. Okay? 
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1 with our proposal before anything was leaked and reflected 
l by the federal government. 
3 The California system needs reform. It needs it 
4 independently. And it really needs it now. But even if 
5 you assume that federal reform was going to occur, it 
6 fits in glove -- hand in hand (sic) with our proposal. 
7 Whatever happens in the federal system, people 
8 are talking about that there will be a base broadening in 
9 this one line. And what does it mean if they put more 
10 income into this line (indicating)? 
11 It simply means that you could reduce our five 
12 percent and ten percent rates, so that I would get exactly 
43 the kind of thing we'd like to get, a lower rate at the 
14 top and at the bottom as well. 
15 So, I don't think that it makes any sense to 
16 wait for federal reform. There's another aspect of it. 
17 If federal reform passes in January, or February, or March, 
18 this Legislature and the State are really going to be 
19 behind the gun. You ought to have a vehicle in place. 
20 You ought to have done precisely through your 
21 foresight and Assemblyman Harris' foresight, and Dennis 
22 Brown, and the Governor and others, do what you have been 
23 doing. which is to be examining these proposals. But 
24 you ought to be examining them seriously. And you ought to 
25 have something ready to go if federal reform is going to go. 
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1 studied it that much -- 's obvious to me that, for 
2 example, with respect to medical expenses, we have had 
3 testimony and just recently as a matter of fact -- one 
4 gentleman had -- what did his daughter have? Cystic 
5 fibrosis. His medical insurance only covered 80 percent 
6 of that. And because it was such a horrible disease, 
7 from which she eventually died, he paid out over a hundred 
8 thousand dollars in a very short time. You do not allow 
9 any deduction for catastrophic medical expenses, which means 
10 that a family of modest -- like this gentleman who testified 
11 before, who works for the State of California, makes a 
12 modest income, could have their entire savings not only 
a wiped out, but then have to sell everything that they have, 
14 plus go to friends, neighbors, and banks with the hope of 
15 trying to borrow. 
16 You do not provide for catastrophic medical 
17 expenses. Mr. Harris does. And I think most people in the 
18 State of California would want to give some sort of 
19 credit for that and not 
20 MR. AJALAT: Let me respond to that, Senator, 
21 because it's an excellent point. It's one we obviously 
22 considered a great deal. And in terms of going through 
2J the legislative process, we felt that if there were one 
24 that we would recommend be added, it would be precise!.y 
25 that. 
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Let me that first that if you were to do 
2 of thi own rsonal recommendation would be 
just one th line that says, with regard to a 
le of dif rent items -- or maybe only medical expenses-
to the extent it's over a certain percentage of 
gross income, you do it. 
But let me tell you the other aspect that you 
8 may not be considering that make that kind of case a rare 
9 case and perhaps even in that case maybe not make the 
fference one would think. 
First of all, under existing law 1 we have 
reductions, so that most people don't get it. 
're ing, but wa a minute, this is a catastropic 
of case. 
, as you point out, most of the 
cases are being taken care of by insurance. 
ef , what you're really doing when you have 
tion is giving to insurance companies in 
But you can argue that reduces the rates and that 
s system. 
But, rd , I -- in a smaller situation, if 
will, even though one that we might all agree would be 
, you have to recognize that sometimes you'll have 
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number of years under s ied system. So, it's not 
2 so clear that it doesn't we out. 
3 But, finally, and it was one of the things 
4 that was of interest to us, if you have that kind of a 
5 situation which really puts you under, the fact that 
6 you're going to be paying $50 less on your California 
7 income tax system really doesn't take care of you. I think 
8 that problem needs to be addressed. I think it probably 
9 is not best addressed in the income tax system. 
10 We're not saying for those of you who are with 
11 special interest groups, we're not saying that any of your 
12 policies aren't good policies. They wou·ldn 't have been put 
~3 in by the Legislature and signed by the various Governors 
14 if they weren't. 
15 What we're saying is let the people of 
16 California know how much we're spending on certain things 
17 and let's tailor them to the needs, and let's have it be par 
18 of the budget process and not a hidden item on the tax 
19 return. 
20 What about your taxation of Social Security above 
21 a certain level? From what I've heard, there's -- at least 
22 from the public, universal opposition to any taxation of 
23 Social Security revenues. 
24 MR. AJALAT: We don't propose that. Any of 
25 those kinds of items --
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CHAIRMAN BOATWRIGHT: Well, part of it. 
MR. AJALAT: Well, let me explain what I'm 
3 s ing. 
We don't propose that. Any of those kinds of 
5 things that are put forward, I think are red herrings. 
6 You're right that that is part of the federal policy 
choice. That's really what you're saying. But our whole 
8 losophy, Senator, is not to go through as Senator --
9 I mean as Assemblyman Harris has done and say, "Well, we've 
10 50 to 100 provisions of tax law. Let's decide what we 
12 We are saying that to adopt federal adjusted 
~3 gross income, this partial conformity, is sufficiently 
4 important as the professor said and as anyone who I've 
5 ever met who has dealt with these areas say, that simplicitl 
6 outweighs dramat lly any of these other considerations. 
n If you want to give more to the unemployment 
8 , the Social Security system, you can do that 
s ion. But don't try and gum it up here. 
Let•s Californians know what they're paying. 
CHAIRMAN BOATWRIGHT: I don't quite understand. 
22 Because it's my best educated guess that the feds are not 
go to tax Social Security at all. Okay? And yet, if I 
your proposal correct here, up to 50 percent of the 
Social Security would be taxable if the adjusted gross 
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income plus tax st the Social Security 
2 exceeds $25,000 single 
3 MR. AJALAT: Yes. 
4 CHAIRMAN BOAT1iJRIGHT: -- 50,000 joint. 
5 MR. AJALAT: I see what's going wrong, Senator. 
6 You're looking at, I guess, at existing federal law. 
1 Whatever the federal law is, we would be adopting.here, 
8 right? So, I think what you're talking about is that's 
9 the future proposal, yes, we would be probably going along 
10 with that for simplicity reasons. 
CHAIRMAN BOATWRIGHT: Okay. So you would adopt -
MR. AJALAT: Whatever the federal was doing. 
43 And when that happened 
14 CHAIRMAN BOATWRIGHT: So that means that by 
15 California doing that, we would be taxing Social Security. 
16 MR. AJALAT: You would adopting the federal 
17 adjusted gross income, any of those choices. 
18 CHAIRMAN BOATWRIGHT: Okay. 
19 MR. AJALAT: I said you're saying that the 
federal government is go to 
2.1 CHAIRMAN BOATWRIGHT: What I'm saying is I don't 
2.2 think it will be changed, but by our adoption, we are in 
23 effect under your proposal taxing to a percentage Social 
24 Security; is that not correct? 
25 ASSEMBLYMAN HARRIS: We don 1 t do that nmv. 
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MR. AJALAT: As one examp I was there 
2 talking more -- I don't know the breakdown of those 
3 figures. Our point to you, though, is that -- our point 
4 is that if you go out into the general public, there's a 
5 great demoralizing effect of our present income tax system. 
6 That's all I really mean to say. 
7 And even under the existing 540A, if you compare 
8 this, as you will see in our Commission report, with the 
9 existing 540A, all taxpayers would do a dramatically, 
dramatically simplified return. And --10 
CHAIRMAN BOATWRIGHT: So \<!hat you're doing, 
really, for simplification --
MR. AJALAT: That's right. 
14 CHAIR.l'IJAN BOATWRIGHT: you're giving up the 
15 right of the California Legislature and the people of this 
16 State, through their elected representatives, to determine 
17 whether or not, for example, we want as a State to tax 
Social Security. 
19 MR. AJALAT: No, no, not at all. If you really 
20 felt that strongly about , you really wanted to tax --
21 not tax Soc Security, you could probably adjust for it 
22 in the preference tax. Okay? 
23 CHAIRMAN BOATWRIGHT: But then you have 
24 something that is not so simple. And --
25 MR. AJALAT: No, the preference tax is already 
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CHAIRMAN BOATWRIGHT: No. But what I'm saying, 
3 you re ask them for probably another line, right? 
~-1R. AJALAT: No. 
5 CHAIRMAN BOATWRIGHT: You wouldn't need one, 
7 MR. AJALAT: If you were going to well, 
8 really wouldn't use the preference tax. If you felt 
strongly about one or two items, you could, do that 
10 of thing through the preference tax system. But if 
1 you but keep the for~s simple. But if you really 
12 wanted one or two policy choices like that, then you could 
it in there. 
I would strongly urge you, as the professor 
that 1 conformity overall outweighs those things. 
if you really wanted to give more benefit to Social 
7 Security recipients, do that through substantive 
slation. 
CHAIRMAN BOATWRIGHT: But my point is there is 
part of our time is income tax relief through 
ions and deduct s. 
MR. AJALAT: You're quite right. 
CHAIRMAN BOATWRIGHT: I don't want to cede 
control to, as I refer to them, as the gnomes on the Potomac, 
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3 MR. AJALAT: Senator 
CHAIRMAN BOATWRIGHT: with respect to 
5 balancing the budget, because I have been the Democratic 
6 State Chairman for a balanced federal budget, carried it 
1 in the State. They can't seem to get that done. They 
8 can't seem to reduce the balance of trade deficit. They 
9 can't seem to make the military more efficient in their 
10 operation; they can't seem to do much of anything. 
11 And certainly --
12 MR. AJALAT: I wanted 
CHAIRMAN BOATWRIGHT: for me to have -- one 
14 of the gentlemen from siana calling the shots for the 
15 people in Cali , and generally they do, because the 
16 Southerners occupy most of those chairmanships and chairmen 
17 write legislation in federal Congress. 
18 MR. AJALAT: I won't attempt to argue any of 
19 those points. But I would say when you look at the tax 
system only, one we in is proposal -- for precisely 
the reasons you've about -- we have not recommended 
12 -taking control of the legislative decisions out of the 
23 State Legislature. 
24 However, 've got to stinguish between two 
25 kinds of provisions. Most of the provisions that the 
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ifornia Legislature concerns themselves with in the 
tax area in all seriousness do not affect tax 
3 icy. They really do not. Most people are being guided 
4 the federal tax system. 
5 Now, if you really want to affect State tax 
6 icy, are major, major policy choices that you can 
7 make. And when we have the preference tax to treat capital 
8 ga s in a way dif rently than the federal system, that's 
9 the kind of thing we're talking about. 
10 So, I really think under this proposal you get 
cake and eat it, too. You are not in any way, as far 
12 as I'm concerned, abdicating true policy choices to the 
j3 federal government. 
14 CHAIID·~N BOATWRIGHT: Oh, no. We can always 
15 them or differ as you pointed out. But --
16 MR. AJALAT: If you only do so where they're 
17 I really major and have a dramatic impact dollarwise. 
18 CHAIRMAN BOATWRIGHT: Just let me say in 
9 your proposal and its adoption in some instances, if 
federal law is our basic basis for the tax that we're going 
to do, it seems to me to be skewed in many respects 
22 against the average person in California and sort of 
23 favors the person who is still, for example, able to 
24 put $2,000 in an IRA stead of 1500. We allow $1500. Feds 
25 allow 2,000. That's going to cost the State of California 
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7 business interests. For example 
HR. AJALAT: Let me give 
CHAiru1AN BOATWRIGHT: on capital gains, 
10 a very, very favorable Commission proposal because you're 
11 basically adopting the feds; whereas, Mr. Harris makes them 
12 fully taxable, 
18 IS facts that show you 
s reason. One, 80 
same or less. Okay? 
s generous $16,000 
exclusion. To s the third point. 
On was the system in the 
tax, it was 
ad jus to back is now. So, 
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1 's not more rable. If anything, Assemblyman Harris 
11 tell you his proposal is more favorable on 
3 capital gains. 
So this is not a business proposal. He makes it 
5 fully taxable, but at a lower rate so that you actually 
6 come out better he indicates. All I'm saying to you is 
7 what you say cannot be true or 80 percent of all 
8 Californians would not be paying less or the same amount 
9 of taxes. I think you can see that. 
10 CHAI&'~N BOATWRIGHT: But you do it at the 
11 expense of losing -- I think you pointed out -- $900 million 
11 in revenue. 
MR. AJALAT: That's right. We believe that 
14 income taxes should not play as large a role in the 
15 financing of government as they do. And we think that 
16 other taxes which have gone down as a percentage of 
17 revenue and gone down even aside from the percentage, 
18 are adjusted for inflation, it's just really wrong. 
19 CHAIRM~N BOATWRIGHT: Okay. I think there's a 
10 need, a real need for simplification and perhaps taking a 
11 look at the exemptions, exclusions, and doing away with 
11 some of those. As a matter of fact, we're doing that now; 
23 for the first t , we have directed the Legislative 
14 Analyst to come and report on all exemptions. That's 
15 the first time it's ever been done. And that report is 
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But my 1 f letters I have 
3 on fv!r. s' 11 -- he's got the carbon copies -
hundreds if not thousands letters in opposition to this. 
5 I do not rece enough, on a year-
6 to-year basis -- and I'm chairman of the Committee and have 
7 been for many years both in this House and in the 
8 Assembly, a handful of letters asking for real tax reform 
9 in California. I don't think that groundswell is out there 
10 and let me tell you why. 
11 When you start goring this ox, and this ox, 
and that, they all add and a ofl oxes have been gored 
j3 of the public. 
MR. AJALAT: I hear what you're saying, Senator 
15 Boatwright, but I will tell that in most of the 
16 editori I've seen our income tax 
17 proposal, that 've favorable editorials. Our 
18 
21 
22 
ing and apparent it's the Pres 's feeling is that 
one 1 
you 
out 1 way Assemblyman Harris 
want, a simpler system, 
s. 
CHAIRMAN BOATWRIGHT: I bel that. But when 
away, take away, example, interest 
new cars that's a 
shock for the person. If you take away 
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2 And what is it now, it's down to about one new car every 
3 four years. 
MR. AJALAT: That's more than made up under 
5 our proposal by the very generous 16,000 exclusion in 
6 addition to the deductions. 
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7 So, all we're doing is focusing on simplicity. 
8 Those benefits are still there but without the complexity. 
9 That's why 80 percent of all Californians stay less or the 
10 same. 
CHAIRMAN BOATWRIGHT: Well, that may or may not 
11 be true, because those statistics have not been borne out 
H by the Franchise Tax Board and my Committee, and 
14 Mr. Harris 
15 MR. AJALAT: Those statistics are from the 
16 Franchise Tax Board. 
17 CHAIRMAN BOAT\'lRIGHT: Their statistics, let me 
18 tell you, Mr. Harris' AB 540, in the beginning were 
19 totally wrong. And they had to revise that. And, you 
10 know, they put their pants on one leg at a time just like 
we do, and we make mistakes. And I can assure you they 
22 do, too. 
23 When we come up with, you know, through hearings 
24 and things like that and people coming forward like they 
25 did before your Committee -- Commission, they always put 
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caveats in, you know. 
2 MR. AJALAT: we the same caveats. 
3 I think we all agree the Franchise Tax Board 
4 information is the best information anyone has available. 
5 But I agree with you that we've got to develop those 
6 sources of information. And it's just for that reason our 
7 Commission recommended that the State develop some economic 
8 computer models. 
CHAIRMAN BOATWRIGHT: All right. Thank you. 
10 ~Je need them. Hr. Harris? 
ASSEMBLYMAN HARRIS: I'd like to ask one 
12 question. Chuck, I certainly appreciate your comments 
13 that you have made. Most -- I have a number of questions 
14 that I think you would answer in terms of your policy 
15 choice, that your decision was based on conformity with the 
16 federal model. 
17 M.R. AJALAT: For simpl ity. 
ASSEMBLYMAN HARRIS: For simplicity. But one 
19 thing I really would to make sure I understand~ and· 
20 is your option for including a charitable and mortgage 
21 interest deduction regardless. I don't understand from a 
policy standpoint and s the charitable more than the 
mortgage. I will tell you quite frankly the reason that 
I have for the homeowners, basically, is that I think 
's covered by the standard deduction for the majority of 
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1 people. But for those who are not covered because perhaps 
2 they're a single person that owns a home, and et cetera. 
3 They ought to be covered by a particular -- the option 
of itemizing. I don't understand the --
5 MR. AJALAT: (Interjecting) Well, there's a 
6 number of different reasons for that, Assemblyman Harris. 
1 One is putting aside everything else, that is one the public 
8 feels very strongly about now. Now, putting that aside, 
9 why do they or are there other reasons why it should be 
10 justified? I can give you some of my personal views. 
If charity was doing and many of them -- most 
12 of them I would say are -- doing what they should be 
~3 doing, they really are accomplishing a lot of the purposes 
14 of government that government wouldn't need to be involved 
15 in and --
16 MR. HARRIS: Right. 
11 MR. AJALAT: -- and I think there are many 
18 justifications independently. 
19 Now, you could strike that. You could strike 
20 principal resic2nce mortgage interest. We felt that those 
were two exemptions or deductions that affected -- that were 
22 not special interest deductions in the typical sense of that 
23 word, but affected in various ways all taxpayers, and those 
24 in the renters credit. And I would only say this to you. 
25 When I first suggested to the Franchise Tax Board that we 
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do that, the impress I got some of the people, 
2 "That's great. That's what the people really want in 
3 terms of what the computer runs say." 
4 So, so that was our reasoning. 
5 ASSEMBLYMAN HARRIS: I guess I just have a 
6 problem understanding why you do that and the high 
7 standard deduction. It seems to me that that's kind of 
8 inconsistent. But the reason that I did it was basically 
9 to give people an option so if that standard deduction 
10 didn't cover their particular circumstances because of 
MR. AJALAT: (Interjecting) I understand your 
12 question. And the answer to that is the high personal 
43 exclusion is designed for the social, you know, not taxing 
14 someone who really can't afford to do it or you're taxing 
15 them so little under this California system anyway, it 
16 isn't ef ient. 
17 Those deductions on the other hand are designed 
18 for some key policy goals to better our community. I think 
9 charitable ways are equally good with governmental ways. 
20 And that home ownership a very important goal for our 
21 society aside from poverty needs. 
22 ASSEMBLYMAN HARRIS: I think it is, too. But I 
guess that's what I'm asking is and I don't want to drag 
24 this out -- number one, whether or not, in fact, that 
25 particular deduction is going to be an incentive 
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1 for home ownership. I would argue that it won't. In fact, 
2 the bottom line, people can afford homes based on the 
3 amount of income they have or amount of money they have 
4 available to make the note. In fact, if their taxes are 
5 lower, then it really doesn't make any difference where the 
6 source of that is. They only got so many dollars to pay 
7 for a home. 
8 MR. AJALAT: Then the real answer is 
ASSEMBLY~~N HARRIS: Number one. Number two, 
10 I don't fully understand the relationship between charitable 
11 contributions and that deduction. 
MR. AJALAT: The real answer, I think, look 
~3 at what the Commission -- at least my position anyway is 
14 in the sales tax area. 
15 There are reasons why maybe some people think 
16 you ought to tax food in the sales tax area. I strongly 
11 disagreed with that, because what you're trying to do in 
18 the taxing system-- let's not all forget-- is to raise 
19 revenue to support government. That's all you're trying to 
20 do. 
21 You're not supposed to be, at least in my view, 
22 do --
23 CHAIRMAN BOATWRIGHT: Where do you get that 
24 rule, "supposed to do"? Who makes that rule? 
25 MR. AJALAT: That's a value judgment. 
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CHAIRMAN BOATWRIGHT: Oh. 
2 MR. AJALAT: I was just saying that that was my 
3 personal opinion. 
4 CHAIRMAN BOATWRIGHT: Okay. 
5 MR. AJALAT: But I think that the public supports 
6 that. If you want to accomplish social policies, Senator, 
7 I believe that the way you should do that is above-board 
8 and in the budgetary process. 
9 CHAIRMAN BOATWRIGHT: All you have to do is 
10 read the Contra Costa Times -- this gentleman back here will 
11 tell you -- and you know when I put my pants on in the 
12 morning. You know everything about me. 
And yet consistently I'm elected with the highest 
14 vote in the State of California. Okay? 
So, I disagree with you. I think the people 
16 want you to do things through the taxing system as well as 
17 make it simpler. And I agree with you on that. 
18 I think that they have come to expect -- maybe 
19 not some of the things that the lobbyists want -- and to tha 
extent, I think we can change it. I think they want some 
21 social engineering. They want some things done through 
22 their taxation system, just not the raising of revenues. 
23 It's a good byproduct of raising revenue. We 
24 could go to the value-added taxes, raise all the revenue 
25 we wan ted. 
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MR. AJALAT: Senator, what difference does it 
2 make if you do it through the tax system or you do it 
3 through substantive law is really the question I don't 
4 understand. 
5 CHAIRMAN BOATWRIGHT: Basically, this is then, 
6 in my opinion, easier to administer than having another 
7 bureaucracy set up in order to funnel money out there to 
8 the people. You have a Franchise Tax Board already in 
9 existence. If they make an income, they can take it off 
10 there, rather than set up a complete new bureaucracy to 
11 simply gather the taxes and funnel those taxes back to the 
12 same people who paid it. 
MR. AJALAT: If you could achieve that without 
14 destroying the integrity of the system, I would probably 
15 agree with you. But the problem is once you start making 
16 this social policy, it's very hard -- there's so many 
17 good policies. And it does make some sense, as you point 
18 out, that there are some advantages to doing it through 
19 the tax system. 
20 So once you do that, all I'm asking-- and 
21 I think all the Commission is asking is to recognize when 
22 you do all of that through the tax system, what you 
23 ultimately end up with is what we have now, which is people 
24 really not trusting the tax system and, therefore, not 
25 trusting the government. And that's to no one's benefit. 
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1 And I when weigh all of the policy 
2 choices to the extent you can do whatever social engineering 
3 you do outside of the tax system, I think we're all going 
4 to be a better society for it. 
5 Thank you very much, Senator. 
CHAIRMAN BOATWRIGHT: We're going to take about 
1 a five-minute break for the reporter here and then we'll 
8 continue. 
9 (Thereupon a brief recess was taken.) 
10 CHAIRMAN BOATWRIGHT: If you would take your 
11 seats, please. We're going to start. 
Mr. Gilles is our next witness. He's here 
~3 representing the California Association of Realtors. 
14 Mr. Gilles. 
15 MR. GILLES: Thank you, Mr. Chairman. 
16 As you've indicated, my name is Dugald Gilles. 
17 I'm vice-president for governmental relations with the 
18 California Association of Realtors, which is a trade 
19 association representing people who are buying and selling 
real property with the resultant tax consequences of that 
21 situation everyday in their careers. 
22 And I think that we bring you some of the 
23 perspective of those individuals. I have a prepared 
24 statement, which I have furnished to the Committee, and 
25 would hope that it can be made part of the record. I will 
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not read it entirely into the record, but will extract 
from it. 
In 1985, our association you to defer action on 
AB 540 until next year in order to provide further time 
for public analysis, including legislative analysis, and 
to ascertain, if possible, what the Congress might do in 
this area. You have deferred action and we thank you for 
it. 
Obviously, the Congress has not yet acted and it 
appears that they will not act probably until sometime in 
1986 if at all. 
Should Congress act, the final product is 
certainly not clear. We read in the papers almost every 
two or three days Mr. Rostenkowski's committee is 
making some further changes in the draft which he had 
proposed. 
We furnish you today a side-by-side comparison 
to about ten days ago, which shows the current 
law, the President's proposal, which is sometimes 
ca led Treasury 2, the Rostenkowski draft, the current 
State law, AB 540, and the Governor's Tax Reform Advisory 
ssion proposal. 
As I say, however, this is not final. And, 
ly, we believe that you can wait to see what the final 
product becomes, if there is a final product. 
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AB 540, which is before you today, has by its 
2 own terms an effective date of 1988. Certainly, you could 
3 wait through the summer of 1986 to see if Congress acts 
4 in adopting a plan which would not go into effect for 
5 several yeras in any event. 
6 The TRAC program has no proposed effective 
1 date and I don't know what the Commission proposes for 
8 that. 
9 But we don't want to be perceived as an 
10 organization that continually comes to you and says wait, 
11 wait, wait. vle are prepared to state a position at this 
12 time and to \vork with your Committee and with the authors 
~3 and others to evolve a State personal income tax package 
14 which can be considered. 
15 We oppose AB 540 as it is before you as we 
16 believe we can demonstrate to you this bill very 
17 significantly erodes the tax advantages of home ownership 
18 versus rental occupancy. 
19 The advantages under current law serve public 
10 policy and encouraging home ownership would result in 
11 community stabilization, family stabilization, stimulation 
ll of the economy and assistance to citizens in achievement of 
23 major individual goals. 
14 We believe that the more than 11 million 
25 Californians who reside in owner-occupied housing in 
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1 a constituency, until the Governor endorses it, which we 
2 understand he has not yet endorsed it, or until there is 
3 some movement in the Legislature indicating support for the 
4 TRAC proposal, we believe that detailed consideration 
5 would appear to be futile. 
6 Our opposition to AB 540 and to TRAC as it now 
7 exists is based on disagreement with the stated objectives 
8 of the proponents of AB 540, reiterated again here this 
9 morning, and to some extent the Governor's Tax Reform 
10 Advisory Commission, that the personal income tax law 
11 should be totally neutral with respect to economic goals 
12 or decisions. 
i3 Conversely, the California Association of 
14 Realtors believes that it is appropriate in broad areas for 
15 the State to promote through incentives and other such 
16 devices the attainment of certain social policies or 
17 goals through specific revision in the tax law, and that 
18 among those policies which should be given such recognition 
19 are housing affordability, home ownership, stimulation of 
20 the economy through real estate investment, and capital 
21 formation. 
22 It is easy to say that we do not oppose tax 
23 reform or tax simplification, but we oppose this bill. It's 
24 easy to say, but that is our position. 
25 I hasten to add, however, that we understand 
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1 things happen in this State, the people who take risks, 
2 who create jobs, who provide housing, and are otherwise 
3 actively contributing to the economic well being of all the 
4 State's citizens will pay the substantial bill on the 
5 increase side of the ledger in AB 540. 
6 To the extent that CAR would propose eliminating 
1 the changes which produce those gains, then to maintain a 
s revenue neutral proposal we must or someone must propose 
9 other changes which would reduce the gains projected by 
10 AB 540 for other classes of taxpayers. 
11 We realize that if the Legislature restores to 
12 a significant degree the tax policies which foster and 
j3 encourage home ownership, housing affordability, and 
14 the other topics that I have mentioned, that offsetting 
15 changes must be made in the bill. 
16 Almost certainly one would have to consider, 
11 for example, imposing three tax brackets instead of two as 
18 suggested by AB 540, with possibly a maximum tax bracket 
19 of nine percent instead of seven and a half, or a major 
20 reduction in the zero bracket amount from $15,100 on a 
21 joint return as presently proposed in this bill to perhaps 
l2 $10,000 and the restoration of targeted deductions or 
23 other similar major changes. 
24 You can nitpick. You can pick little changes in 
25 the tax law, but to achieve the dramatic changes that we 
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1 Attached to my testimony are a series of charts and these 
2 will take you some time for you to peruse. 
3 I don't intend to go through them in any detail, 
4 but perhaps just to direct your attention to a few points 
5 in them. 
6 The first four charts, for example, compare 
7 the State tax returns for a hypothetical family of four 
8 earning $18,000 on the first page, $35,000 on the second 
9 page, $50,000, and a $100,000. 
10 In every case, in every case this data will show 
11 that AB 540 will increase the State taxes due for those 
12 purchasing a home compared to the present currentmx system, 
43 while those who rent will pay less in taxes compared to 
14 the current ax system in every case. 
15 Now, Mr. Gnaizda said that they would like to 
16 take care of renters and they certainly are. This bill 
17 dramatically changes the tax comparison between the 
18 advantage and incentive for home ownership which we 
19 believe is favored by the State and that for renters. 
20 Look at Table 2,for example. The figures are 
21 dramatic. Under current State tax law, this homeowner, 
22 married couple with a $35,000 income, two dependents, would 
23 pay $322 in personal income taxes where AB 540, the tax 
24 would be $736, more than twice as much. 
25 While to sorre extent, this is due to the treatment of 
PETERS SHORTHAND REPORTING CORPORATION 
3433 AMERICAN RIVER DRIVE, SUITE A 
SACRAMENTO. CALIFORNIA 95825 
TFI FPHONF 19161 972-8894 
t 
1 0 
, a marg 
at a lower Some of 
f 0 
renters 
some of 
00 
1 
comes 
se 
ally 
't 
100 
1 The comparative tax burden between home 
2 ownership and renting, thus, is very materially changed. 
3 Under AB 540, in this example, the homeowner and the renter 
4 pay roughly the same tax. Under current law existing 
5 policies to encourage home ownership for all of the 
6 advantages which that produces for the individual, for the 
7 community, and for the State produces a tax benefit for 
8 the homeowner of better than two to one. AB 540 strips 
9 that away. 
10 We disagree with that action and we think that 
11 the homeowners of this State believe that the 11 million 
12 people who reside in owner-occupied housing in this State 
~3 when they find out about that are going to have the same 
14 reaction that we had. 
15 CHAIRMAN BOATWRIGHT: Is it -- in taking those 
16 modes and the only one that the Franchise Tax Board 
17 did was 35,000, and they agree with you that that person, 
18 as opposed to the renter under the same circumstances, 
19 ends up paying more and the renter less. They didn't 
20 extrapolate these other brackets. If you had even gone 
21 in between your 35 and 50, etcetera, the same thing would 
22 evidently hold true at any level basically? 
23 MR. GILLES: Yes. Ttle have done it also for 
24 persons filing a single return. We have done it also for 
15 a married couple without dependents. We have those charts 
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MR. GILLES: Where we come with them? 
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13,000 
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a moment 
MR. GILLES: Yes, they are. 
MR. HARRIS: These are taxpayers paying 
interest tions on $35,000 of ? 
MR. GILLES: Yes A $35,000 
MR. HARRIS: Is that the 
MR. GILLES: $10,000 t. 
MR. HARRIS: Is ? 
MR. GILLES: Let me tell we that 
I want to la to you, as statement does 
let me 
MR. HARRIS: I 
r·1R. GILLES: Let me tell you we 
HR. HARRIS: I -- excuse me. I those 
sleading. And I note that you used 
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examples that support your contention. But, for example, 
2 there are senior citizens who are homeowners who perhaps 
3 who only have income of Social Security, are much better 
4 off under this system. And for you to characterize it as 
5 anti-homeowner, I think is grossly unfair. 
6 If you say that some homeowners, particularly 
1 young homeowners, may in fact be disadvantaged because 
8 they're going to have very high interest payments, I 
9 think that would be a fairer representation. But I think 
10 for you to say that homeowners, as a class,are disadvantaged 
11 by AB 540, that is not correct. 
12 MR. GILLES: Well, sir, I haven't finished my 
a statement. 
14 CHAIRMAN BOATWRIGHT: Explain how you got it. 
15 MR. GILLES: Let me explain how I got this first, 
16 and then if you'll look at the bottom of page nine, you'll 
17 see how I talk about your senior citizen doesn't have much 
18 mortgage interest and so on. 
19 But how we got this figure is to take a $35,000 
20 income, to calculate how much of a mortgage a person could 
21 qualify for if they had a $35,000 income. Then we 
22 calculated what their mortgage interest would be on that 
23 mortgage at 12 percent fixed rate mortgage, which is typical 
24 in today's marketplace. And he comes up with $10,000 a year 
25 in mortgage interest for that family, a $35,000 family. 
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1 mortgage interest. 
2 CHAIID-ffiN BOATWRIGHT: And that's probably pretty 
3 close to it. 
4 MR. GILLES: A $35,000 income is about the median 
5 income and an $80,000 mortgage on a hundred thousand dollar 
6 home, which is about the median home in California. \ve're 
7 talking really about the reality in the marketplace. 
8 Now, understand, and I want to emphasize this 
9 point, this is for people buying homes today. You're 
10 correct. This is for anyone buying a home today. 
11 It doesn't necessarily apply, as I ~ay on the 
12 bottom of page nine, this refers to a homeowner who is 
43 purchasing today under today's conditions. Vast numbers of 
14 existing homeowners with proportionately small mortgages 
15 at lower interest rates, the tax is based on a 1974 
16 assessment level, and with other different circumstances 
17 will not suffer the disparities which these tables 
18 illustrate until they sell their home and purchase again. 
19 Everybody's vulnerable. 
20 CHAIRMAN BOATWRIGHT: Well, some of yours would 
21 be substantially higher because the interest rates three, 
22 four years ago were substantially higher than 12 percent. 
23 MR. GILLES: That's true, sir, although many of 
24 those people now, as you know, are refinancing. 
25 CHAIRMAN BOATWRIGHT: If they can qualify. 
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CHAIRMAN BOATNRIGHT: All r 
MR. GILLES: In any event, however, this the 
of neutrality which this bill produces and we don't 
kind of neutrality is good for Cali ia. 
Mr. Gnaizda and his organization and the Tax 
Reform Associat who are going to testify here 
b , I 
to do that 
to 
s 
ss, have for years been attempting to do this 
They're attempting to shi taxes from 
s. 
You recall 1977, for example, they even 
property tax package in SB 158, where 
have made rty taxes contingent on ability 
And are doing here and I don't say 
Mr. Harris is trying to do at all -- because 
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1 Mr. Harris and I have had some discussions on this point. 
2 And I don't think Mr. Dennis Brown is trying to do this at 
3 all and I wish that he were here today. 
4 But what I say is -- and I think Mr. Gnaizda ~-
5 and he said it very candidly when he was up here -- we've 
6 got to eliminate the advantage that people get under the 
7 tax system from home ownership and benefit the renter. We 
8 disagree with that. 
9 And for that reason we oppose AB 540. Now, 
10 another major element of concern is impacting investment in 
11 real estate. This obviously includes investment in 
12 residential income property. 
73 We believe that provision in existing law with 
14 respect to such items as capital gains treatment, deprecia-
15 tion, treatment of business losses, the at risk rule, and 
16 similar items combine to provide some incentive for 
17 investment in, for example, rental property and that this 
18 is socially desirable. 
19 At a time when the State is being asked to 
20 appropriate millions of dollars per year from the general 
21 fund or to raise special taxes to provide for the 
22 construction of residential income property because of the 
23 shelter deficiency in the State, we cannot believe that it i 
24 consistent for the State to repeal or to sharply proscribe, 
25 as is done in this bill, the mild tax incentives present 
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1 that's making $2 million a year or whatever that is. 
2 It isn't that important for the taxpayer whose 
3 preference income would be $8,000 or less, because the first 
4 $8,000 of preference income is exempt and, therefore, the 
5 alternative -- repealing the atlernative minimum tax for 
6 the person who invests in a real estate syndicate to build 
7 an ap.artm;mt· house probably makes no difference at all. 
8 But the treatment of capital gains as 
9 ordinary income does make a difference, and the depreciation 
10 factor -- and the biggest factor, Mr. Harris, and you and 
11 I have discussed this, is the factor of business losses, 
12 the business loss deduction, the limitation of that. 
~3 Now, if you look at Table 5 --
14 CHAIRMAN BOATWRIGHT: It sort of takes away 
15 the incentive to risk your capital if, you know, you can 
16 only make it on one side and that's the loss side. 
17 MR. GILLES: I know Mr. Gnaizda doesn't like 
18 people with a lot of money to use a tax shelter. But let 
19 me tell you what a typical realtor would do. He'd try to 
20 put together a syndicate to build an apartment house. 
21 He's got to find a bunch of people with say 
22 $100,000 each, or $200,000 each to invest in this apartment 
23 house, or maybe more. So, what does he do? Obviously, he 
24 doesn't go to look at poor people. They don't have the 
25 money. He has to go looking for somebody that has some 
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1 are $75,000; therefore, your net operating income is 
.2 $75,000. 
3 Now, your depreciation and your debt service 
4 are taken off of that and you come up with a loss in the 
5 first year of $50,000 on this investment. Under existing 
6 law, you can deduct, you can use that $50,000 of loss on 
7 this apartment, much of it a paper loss because of the 
8 depreciation factor. You can use this to shelter your 
9 income from some other means. 
10 Then you do that. And that's why you invest 
11 in this apartment house. Under AB 540, the income loss 
12 goes down. The depreciation treatment is different. 
~3 30 years straight line, only no declining balance. 
14 Your income loss is $44,000, which you can only 
15 shelter 10 of it. Not even carry it forward as Mr. Harris 
16 says, and that's a very favorable feature of this bill, 
17 the ability to carry the loss forward. 
18 But you can carry it to the next year and you 
19 have a $37,000 loss under this example. You carry 34,000 
20 over already, and now you've got 70,000, but you can still 
21 only deduct 10,000 against it. And so on, each year it 
ll gets worse. Eventually, at the end of 30 years, you'll 
23 come out all right. 
24 But the doctor may figure he may not live that 
25 long. So 
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1 seven years, or --
2 ASSEMBLYMAN HARRIS: What I'm saying is that I 
3 assume within ten years the amount of savings, tax savings 
4 is fairly equal, just doing it off the top of my head. It 
5 doesn't seem like there would be an extreme difference 
6 if any. 
7 MR. GILLES: We show a difference in what we 
8 call internal rate of return over the pull on these types 
9 of investments of about one percent a year. In other 
10 words, your internal rate of return is one percent less 
11 under AB 540 than it would be under the current tax law. 
12 Now, somebody says, who makes the decision for 
13 one percent? That's the bottom line people look at. And 
14 they look at it. What is their alternate option for 
15 investment? You don't touch and you can '.t touch 
16 investment in treasuries for example. If you don't touch 
17 and you can't touch because it's constitutional investment 
18 (sic) in taxable municipals and so forth --
19 CHAIRMAN BOATWRIGHT: Yes. Right. 
20 ASSEMBLYMAN HARRIS: Right. 
21 MR. GILLES: At some point in time those are 
22 going to become more attractive to that type of individual 
23 than investment in an apartment house where a risk is inheren 
24 in such an investment. And as a consequence, they're going 
25 to invest in those things. And the economy and the housing 
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1 the president pro tern of the Senate, Senator Roberti,about 
2 where do we get $50 million appropriation a year for 
3 housing? 
4 Why do we need a $50 million appropriation a 
5 year for housing? And that's because private industry can 
6 no longer provide housing for low and moderate income 
7 people in the rental field under today's system. 
8 This will make it worse. And, therefore, 
9 increase the demand for the State to pump money in. Now, 
10 Mr. Ajalat says, that's fine. Appropriate the money on one 
1l side and absolish the tax, quote, loophole incentive, on 
the other side. We don't agree with that at all for the 12 
~ 3 reasons that Senator Boatwright detailed for one. You have 
14 to erect a system and a bureauracy to administer the plan 
15 and watch the developer, and all the rest of it. The tax 
16 system does that for you automatically. 
11 Mr. Chairman, I don't -- I'm not going to go 
18 through the rest of this. I discussed capital gains and the 
19 other points --
10 CHAIRMAN BOATWRIGHT: Let me just say that we 
21 have received your statement with the attached tables 
22 and also, which I think would be very valuable, your 
23 comparison here. And I will ask that they be made a part 
24 of the record as exhibits. And you will see that she gets 
25 that appended to each copy. 
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1 MR. MAIN: Mr. Chairman, members, Fred Main, 
2 representing the California Chamber of Commerce. 
3 Joining me at the table today is Mr. Emmett 
4 Murphy, who will be presenting a portion of the Chamber's 
5 testimony. 
The California Chamber of Commerce welcomes 
7 the opportunity to comment on the tax reform proposals 
8 currently before the Legislature. The Chamber is the 
9 State's largest general trade association made up 4900 
10 members representing firms and corporations of all sizes; 
11 168,000 small businesses are associated with the Chamber 
12 through the small business advocate program. 
43 California's business community is extremely 
14 interested in what occurs on tax reform in both the State 
15 and federal levels. 
16 The proposals before the Senate Revenue and 
17 Taxation Committee for interim study today will impact all 
18 taxpayers, not just businesses. But the business community 
19 has particular concerns with the proposal. On the broad 
20 
21 
23 
24 
25 
issue of tax reform the Chamber believes that any reform 
should achieve greater simplicity and encourage risk-taking 
and capital formation. 
The way for the State to keep simplicity is to 
conform to federal law to the fullest extent possible and 
the Legislature has done a good job in the past three years 
PETERS SHORTHAND REPORTING CORPORATION 
3433 AMERICAN RIVER DRIVE. SUITE A 
SACRAMENTO. CALIFORNIA 95825 
TFI FPHONF 19161 972-8894 
117 
that score. 
Cali now incorporates and references federa 
law when are the same; on d 'F l~ s between 
4 the federal and State law are contained in the specific 
5 
Each year a federal conformity tax board 
1 up of islative staff, tax administrators, and business 
8 reviews the prior year's federal changes and recommends 
10 The Chamber supports this effort strongly and 
11 in the absence of full conformity, believes it offers the 
12 best possible alternative for simplicity for the taxpayer. 
~3 Using federal conformity as a test of simplicity, 
14 the primary 11 being reviewed today, AB 540, makes 
15 Californ tax law more complex in that it moves further 
away federal conformity. 
AB 540 is going in directly the opposite 
9 areas, such as encouraging savings and risk taking. 
California should wait until it is clear what will happen 
11 the federal level before adopting major changes in the 
l2 State tax system. 
As the focus of the hearing is Assembly member 
Harris' AB 540, the Chamber's position on the bill is 
25 very clear and that is that we're opposed to it. The 
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1 Chamber is particularly opposed to those provisions in the 
2 bill which would adversely impact California's ability to 
3 create new investment in jobs. These provisions include 
4 specifically limiting the deduction for losses against other 
5 income to $10,000, eliminating the partial exclusion for 
6 income of capital gains, repealing research and development 
7 expenses, and eliminating rapid depreciation. 
8 The changes proposed by AB 540 equal a $2.5 
9 billion shift in tax liability primarily on to the business 
10 taxpayer. 
11 I'd like to focus on the limitation --
ASSEMBLYMAN HARRIS: ~1ay I ask a question? 
CHAI~~N BOATWRIGHT: Mr. Harris? 
14 ASSEMBLY!r.AN HARRIS: Acknowledging that there is 
15 a shift from the business taxpayer, are you then arguing 
16 that those other taxpayers, the nonbusiness taxpayers, 
17 should more equitably absorb that $2.5 billion? Somebody's 
18 going to pay the tax. What you 1 ~e basically saying is that 
19 where the taxes currently lodge is, i~ fact, the correct 
20 distribution of tax revenues; is that correct? 
21 MR. MAIN: In general, we would agree with 
U the system as it's currently stated. 
23 ASSEMBLYMAN HARRIS: vJhy? Because you wrote 
24 that system? 
25 MR. MAIN: I believe that it's been developed 
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1 slature as the appropriate system to encourage 
2 stnent and risk taking. 
3 ASSEMBLYMAN HARRIS: v7hat about work people 
4 who, fact, don't have a lot of dispos income, to put 
5 what you call creative investments? 
MR. MAIN: I don't believe creative investment 
1 is my term. But Mr. Harris, I would support increasing 
8 or we would support an increase in the standard deduction 
9 you have. 
10 ASSE~ffiLY~~N HARRIS: Excuse me. How do you 
11 do that and maintain a revenue neutral bill? The whole 
12 purpose -- if I could lower the rates overall, I'd like to 
~3 do that. The more I could shift out of the income tax, the 
14 better off I think it would be. It's my view, in fact, 
15 that the more disposable income have, the more their 
16 ability to make investments and make a return on their 
17 investments as opposed to tax considerations being the 
18 dominant factor in whether or not they're going to invest 
19 venture capital, which may be risky but may have a 
greater return. 
I find some inconsistency. In my theory of 
22 entrepreneurial methods, which is that you invest and you 
23 get a return for your investment, rather than invest for 
24 tax considerations, which might not even be good 
25 investments and --
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HR. MAIN : We wou just point out, Mr. Harris, 
2 that even under AB 540, as has already been discussed here 
3 today, in the absence of provisions dealing with capital 
4 gains or risk, that there are already other much less 
5 risky investments such as municipal funds or nonrisk 
6 savings accounts so that the entrepreneur doesn't have 
7 a choice or doesn't have the incentive. to go in and try 
8 to take the risk when it's not to his advantage to get the 
9 same return -- to get the same return and not a higher 
10 return. 
11 So we think that the tax code even as changed 
12 or proposed to be changed by 540 still makes those kinds 
a of value judgments. 
14 Specifically on the limitation of losses, AB 
15 540 limits the amount of business losses which can be 
16 offset against income from other income producing activities 
17 and these include such things as proprietorships, 
18 partnerships, farming, or other income-type producing 
19 activities. These proprietorships, partnerships, and 
10 farming issues are often small businesses that everyone 
21 in the State is promoting. 
12 The losses which can be limited come from the 
23 payment of wages, property taxes, electricity bills, or 
24 the purpose of raw materials and supplies. These losses 
25 are the result of businesses investing in California and 
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c jobs. 
2 These losses are not connected tax schemes, 
3 with legitimate business operations. Even if you 
4 assume that rapid depreciation will be repealed under AB 540 
5 companies 11 continue to incur and suffer operating 
6 ses from these previously listed expenses. 
7 This change would be particularly bad for 
8 small businesses, those that are starting out. Most 
9 small businesses operate at a loss for the first few years 
10 're in business. This is a major problem for start-up 
firms. In high tech area, small firms in biotechnology 
12 or electronics go years before having a product sell. 
j 3 California has over twice the national average 
14 of these s of firms. A recent Wells Fargo Bank study 
15 shows that small businesses created 400,000 new jobs in the 
17 The income earned by these start-up firms is 
18 offset by much greater expenses. These businesses are not 
to offset their losses. 
California treats individuals as a single unit 
tax purposes. This bill changes that premise in a 
12 completely inequitable manner. It says that if you're 
23 making a profit, you pay taxes on all that profit. But if 
24 you are suffering a loss, you can only deduct the first 
25 $10,000 of the expenses. 
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2 tal s area, a been touched on. 
This would repeal capi treatment for all capital 
4 assets including small bus ss stock. Taxing capital 
5 gains at ordinary rates is a $761 million tax increase. 
6 The differential treatment of capital gains 
1 currently in the law encourages investment, risk-taking, 
8 and promotes long-range investment strategies. And as we 
9 pointed out, if you remove this -- remove this incentive 
10 for risk-taking, those investments will go into less risky 
or long-term stments. 
u I'd like to po out again that small 
~3 businesses are sproportionately by this provision. 
15 for more than three years. 
Ui from small business 
11 stock are not subject to the preference tax under current 
19 
10 
21 
2J 
24 
25 
law. AB 540 would tax all of se gains at regular rates 
and the 1 bus ss rece s no f from the 
preference tax repeal. This ion, this greater 
income would be ect to a loss limitation discussed 
earlier. 
AB 540 also repeals rapid depreciation and 
expense and has a impact on IRA and 
Kehoe deductions, both we think are important in 
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1 encouraging ital investment. 
Mr. Murphy, a moment, 11 touch on 
issues. I'd like 
4 ASSEMBLYMAN HARRIS: I'm to interrupt, but 
5 I'd like to hit on some further points. 
MR. MAIN: Certainly. 
7 ASSEMBLYMAN HARRIS: I've always been 
s interested in what justification of figures that you have 
9 to support the notion that IRA and Kehoe -:,- I've seen 
10 contradictory information relative to the degree to which 
11 IRA and Kehoe actually encourage saving. 
I think it encourages borrowing. I end up 
~3 borrowing $2,000 or $4,000 for my wife every April 15th 
14 so that I can get the deduction. So I end up borrowing so 
15 I can get a tax deduction. 
16 MR. MAIN: Well, certainly on the first point, 
17 if you didn't anticipate a return on your borrowing of the 
9 so must be getting a better return by putting that 
$2,000 into 
21 ASSEMBLYMAN HARRIS: Absolutely. I'm not a 
u 1. 
MR. MAIN: Certainly, there is some incentive 
14 there to make a return. 
15 ASSEMBLYMAN HARRIS: I haven't saved anythjng if 
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1 I order save. 
MR. MAIN: saved fference the 
amount re versus the return. 
4 ASSEMBLYMAN HARRIS: But I've not increased the 
5 amount to is the theory 
about saving In , you re money you otherwise 
7 might have now avai as part of the pool 
8 of monies that are people to borrow for 
9 investments in businesses, or to build housing, or 
10 apartments, or whatever. I've not, in fact, increased 
the of 's What I've done is 
Peter to 
MR. MAIN: In that circumstance, that 
14 true. I can't 
15 CHAIRMAN BOATWRIGHT: You know, I would just 
16 are s action that we 
that people make. 
18 guess is that IRAs for ex amp not 
19 even any on taxes but because 
to they can have that 
incomes diminish. 
And I , rather than say 
casua wiped out, where we can 
s not ing to change two or 
three 's is State of California as to 
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1 whether or not they're going to invest in an IRA or Kehoe, 
2 or something like that. 
MR. MAIN: We would agree with that basic 
4 provision, Senator Boatwright. We would point out that 
5 IRAs and Kehoes for small firms are often the only way 
6 that they can provide that retirement program for their 
7 employees because they don't have the assets or the resource~ 
8 to make a general companywide retirement program available 
9 for them. 
10 CHAIRMAN BOATvJRIGHT: Even so, people who have 
11 retirement, still invest in IRAs and still get their 
12 deductions. 
MR . .r-1AIN: Certainly. 
14 CHAIRMAN BOATWRIGHT: It's miniscule. 
15 MR. t1AIN: I'd like to address the TRAC reform 
16 proposal just briefly and then have Mr. Murphy make a few 
17 comments. 
18 CHAIRMAN BOATWRIGHT: Okay. 
19 MR. MAIN: We have reviewed the TRAC Reform 
10 Advisory Commission's proposal. We participated in their 
21 hearings in reaching their decisions on what that proposal 
12 would be. 
23 We think that as far as adopting federal 
24 AGI as a basic starting point in California tax policy, 
25 that that is a very good step and would be generally in 
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concerns 
s other taxes; 
4 this case, alcohol c taxes. Our concern 
5 is we don't 's to balance one tax 
system against that, as Mr. Ajalat pointed 
7 out, as as two are , we would be 
8 strongly opposed to proposal in that form. 
I'd 1 to basically that as the TRAC 
10 proposal does use AGI as is, federal AGI, that 
think that does or moves toward 
accompli issue for a State tax 
tern, we that the closer 
14 to 1 we can move way, the better off 
15 we are. 
'd now 1 to Mr. to address the 
7 sue of the repeal of those 
costs as re s to the 
1 to now or expense costs 
now 
. MURPHY: , Mr. S I my name 
22 Emmett I am State Chaw.ber today 
And T 11 remarks to one of AB 540, ..!.. 
720 , di a intangible 
11 or costs. so led intangible 
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ll and deve costs are that themselves 
itures for which is recoverable 
3 sa at t It's labor, it's 1, power, 
4 truck rentals, and depreciation, and auto hires, repairs 
What s bill would do is simply to disallow 
1 those s as deduct It does not say what 
8 happens to the expenditures once they're disallowed, unlike, 
9 r example, the two accompanying sections for circulation 
10 expenditures which permits a writeoff for a period of three 
11 years and the provision that disallows research and 
11 experimental expenditures and permits an amortization period 
13 of ten years. 
14 The disallowance of intangib drilling and 
16 I'd assume that this is an oversight and I would assume 
17 further that when the Franchise Tax Board would take this 
18 up their regul?tions, they would provide to add these 
19 sal expenditures to the depreciable cost of the 
13 
24 
we l. 
But there's a real problem here and I think 
one that -- that's probably hidden in the intricacies of 
the law that rtains to these kinds of deductions. This 
has been the books for 70 years the federal law 
and it's been a part of the California law since the 
ifornia personal income tax was first put on the books. 
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2 are depletable; 
3 that is, are through cost depletion, 
4 and those that are chargeable to depreciable investment 
5 and recoverable 
Based on , I find that the relative 
7 proportions of investment to depreciable 
8 investment are about 75 to 80 percent depletable and 20 
9 percent -- 20 to 25 percent depreciable. 
10 Now, there would be no problem with the 
deprec side You'd just simply amortize that 
25 percent of those costs you sal and take them as 
deductions. But over on side, which 
14 represents up to 80 se costs, there's a 
15 1 e tricky You recall that up until 
16 about 1975, we which was not based 
on a percentage of gross 
1 to an amount of net income. 
We still small producers at a 
rate. But what was the taxpayer 
was to s basis in 
in property even unto po where he produced a 
negative is. Now, so we is a hole here in 
that se disal s are going to pour 
and 11 never be you can't claim cost 
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on a zero basis, much less a minus zero basis. 
2 So, that may be unintended, what 's going 
3 to do is probably raise the cost of -- raise the intangible 
4 cost of drilling a well by about eight to ten percent 
5 looking at this from the standpoint of the tax offset, and 
6 also assuming that the President's tax proposal, which 
1 would disallow deductions for State taxes paid goes through. 
8 Now, what this will do, of course, will be in 
9 the marginal fields that the kind of taxpayers we're talking 
10 about drill. We're talking about personal taxpayers, not 
11 the larger integrated oil companies that may drill offshore 
11 and drill larger prospects. We're talking about 
l3 people that drill in the heavy oil fields and drill 
14 marginal marginal wells. 
15 Now with the falling price of oil, plus this 
16 eight to ten percent additional added disadvantage, we're 
17 going to, I think, put a lot of these people out of the oil 
18 drilling business, and at a time when we're dependent upon 
19 40 percent of our oil from foreign sources. This is not 
the right direction to go. 
11 Mr. Chairman, that's as much as I have to say, 
12 unless you have some questions. 
23 CHAIRHAN BOATWRIGHT: I do appreciate your 
24 pointing out something I had not caught before and maybe 
25 had been overlooked. 
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2 CHAIRMAN BOATWRIGHT re an inconsistency. 
3 All Thank you, lemen. 
And I'm going to ask Mark Palmer from the 
5 Sierra Club, who wants to on the endangered species 
6 checkoff list. 
7 MR. PALMER: Thank you, Mr. Chairman, for 
8 taking me out of sequence here. I appreciate the 
9 opportunity to speak here today. 
10 I'm Mark J. Palmer. I'm representing the 
Sierra Club. For many years Sierra Club and other 
12 conservation organizations have sought additional funding 
43 to support endangered ies and nongame programs within 
hS 
7 
18 
19 
some of those s. We apprec it very much. 
The s funding source for 
fees, through 
commerc rt fi s, fines, 
1 s. 
These funds are not lable for nongame 
State cannot be used for 
are sources of funds for 
s which are possible. A lot of 
se sources, unfortunate , are quite limited. 
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Both the Governor and the State slature, 
example, have been reluctant to place new burdens 
on the State general fund, the logical source funding. 
4 That doesn't mean we've given up on the general fund, but 
5 we generally do not get any money from the general fund 
6 wildlife programs. 
7 Similarly, federal funds for endangered species 
8 work have been cut all together by the Reagan administra-
t We used to get about a million dollars a year for 
10 endangered species programs in California from the 
11 federal government. No longer. 
12 The environmental license plate fund and the 
'l3 energy and resources fund, these two funds that are 
14 available for funding again, they are limited. Generally 
15 speaking, these can only be used for discrete programs, 
16 for purchase of habitats. They can't be used for 
17 programmatic types of things. 
18 This brings us to the endangered species tax 
19 checkoff. This is the most popular income tax checkoff 
program earning in only two years of existence $1.2 million 
21 voluntary contributions, voluntary, for protecting 
12 rare and endangered species. 
23 AB 540 proposes to end all of this. I know 
24 of hobody in favor of wiping out this highly successful 
15 voluntary system. I haven't heard arguments really in 
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3 
of if argument of 
we're getting to 
of a program that's 
4 working so well. 
5 
6 
I 
given here today 
have not heard of any statements 
justifying AB 540's abolition. 
7 The endangered species tax checkoff is a tool to keep 
8 wildlife in California from vanishing from the face of the 
9 Earth. 
10 Unique species that are found no place else in 
u 
12 
a 
14 
15 
16 
17 
18 
19 
the world; there's a 
forward. One of 
I mentioned the amount 
types of projects that go 
we're having,for example, 
funding 
like the energy and resources 
lable from funds 
and the environmental 
1 
We've 
habitat. 
to draw 
not to 
are 
a 
s 
the purchase of 
purchase of 
lack of personnel 
landowners, we're 
spec s tax 
that. 
f is a source 
So there's a bottleneck 
endangered 
funding to address 
We wou 1 to have an amendment to retain the 
endangered spec s tax f on the form. We would hope 
State s sn't to fix something that's 
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1 work so beautifully. 
2 Thank you ve for your cons rat 
3 Senator. 
4 CHAIRMAN BOATWRIGHT: All right Thank you. 
5 Steve Barrow, California Common Cause. 
6 MR. BARROW: I think I can make my statement a 
1 lot shorter than I thought. 
8 My name is Steve Barrow. I'm a lobbyist for 
9 California Common Cause. First, I want to thank the 
10 Senator for holding these hearings and allowing the 
11 testimony that we're hearing today. 
12 I would expect that much of the testimony the 
a Committee will hear will be from those representing special 
14 interests and not general interests. As you know, it is 
15 usually harder to get the average individual taxpayer '.s 
16 input on such issues such as this. One of the -- on the 
11 sue of tax reform everybody is organized, but those that 
18 are paying the bulk of the taxes. 
19 As President Reagan said-recently, tax reform 
will inevitably force a choice between the special interests 
general sts. 
The greatest bulk of California's tax revenue 
23 comes from households with less than $45,000 income and 
24 households with $18,000 or above $18,000 income. 
25 CHAIRMAN BOATWRIGHT: ~'7ould you say that again. 
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CHAIRMAN BOATWRIGHT: You're not talking about 
taxes. You re 
MR. BARROW: 
tax 's 
There's a more of us 
CHAIRMAN BOATWRIGHT: 
tO because I'm sure 're aware 
~3 the 
14 
15 
16 
7 
taxes 
MR. BARROW I not 
we 
CHAI BOATWRIGHT: 
se Tax and re 
MR came 
's 
CHAI 
s a l been 
PETERS 
1 -- the whole gamut. 
Naturally, in 
actually comes from. 
income level. 
reason I say that is 
, that if you take 
over, they pay 63.4 
're only 11 percent of 
's not the 
come from the 
ana is to the 
from Franchise Tax 
can't far off that, 
true. Ever since I've 
is 10 percent pay 
taxes. That 
of ever 
2 
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1 
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MR. BARROW: 1 , the le 
tax , which are the number of 
s, if not amount of revenues, these 
taxpayers are a r and simpler tax system. 
But are most 1 ly not interested 
unlimited writeoffs business losses against 
income, percentage depletion, pre ial treatment 
of capital gains other than the pr home, business 
entertainment deductions, and deductabil of 11 
tax, et cetera, et cetera. 
We agree with Assembly member Harris and Bob 
Publ Advocates, that our current tax system has 
a tax illiterate soc And something must be 
about 
But California's current income tax system is 
not unduly unfa to middle and lower income taxpayers, 
ust over complex and irritating. A report in the 
1 Journal 1983 found that California's income tax 
to be below average both effective tax rate and 
Another recent study by Minnesota's Department 
f Revenue when they were looking at the tax 
showed California's personal income tax to be the 
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1 re the pol to 
tax even at the State 1. you lose 
3 revenue suggest there. And then the alcohol 
4 taxes, which we think should be increased haven't 
5 been increased a long time -- does not bring in enough 
to balance where proposal is a at. 
7 We bel that any re , that 
8 winners shou be the middle and income persons 
of the State. And we not really think that because of 
10 the lower effect tax incidence the State tax system 
is really necessary to give wealthy a 
12 tax break in dollar sense under these proposals. 
The tax brackets -- just a br f comment about 
14 's not the ion in the tax 
15 one through e compl our tax We 
16 political reality you ly need to 
less brackets to sell this. But the graduated brackets 
18 not the problem. 
19 Graduated brackets allow for a gradual 
20 trans to gher brackets instead an abrupt jump 
to st llar above the f rate being 
23 We would suggest and we would probably like to 
24 see in a bill like this maybe more l brackets than 
25 two to prevent that abrupt jump. We are a little bit 
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2 Wr f a travel may be 
justif but the .cost of the dollar of 
the box to a event not be 
5 borne by other taxpayers. 
6 We think that one of the things we'd like to 
1 see discussed within proposal to make our taxes less 
10 of years after it's passed. 
A couple suggestions that came out there 
12. were hearings before bill was finally written that 
14 a review process on all tax expenditures, so the Legislature 
15 some documents in front of them, and can review to 
16 see how -- how this current tax system is going and whether 
17 'son point on which it originally passed. One of the 
18 that came out was a discussion of Canada's system 
f an envelope system where the budgetary process, the 
s of money that comes into the State and those 
are expended through, through tax breaks 
be included an envelope on each subject area. And that 
might be looked at as a way of helping the Legislature 
target how much they want to places 
of tax breaks suggested. 
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rather see outside that we know that at 
2 he I ve to a of 
and proposals 
gett interjected. And some folks I have talked to 
5 are confused of whether it's part of the tax policy 
scuss 
7 We believe it's not. We bel that 's a 
8 scuss of the administration and 
ASSEMBLYMAN HARRIS: Why should checkoff 
10 you to be concerned about the tax pol Why 
the ff be included in terms of the income 
12 tax collection , period? What's the jus fication 
14 
15 
16 
18 
19 
25 
for that? It's not just a form item. What you're talking 
is the State getting lved not in social engineerin 
but in collecting money for certain programs that have been 
I mean, how do you justify one as opposed to the other? 
How do you justify the five that are currently 
when there are perhaps 50 others that are just 
worthwhile and just as justifiable? The fact that 
there first? 
MR. BARROW: I think -- I per my 
zat does not have a posit on this I 
think that if there is going to be a checkoff, 
be a booklet with everything included to make it 
But the organization has taken a position that they d 
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1 of Finance long enough to know, that in terms of -- let's 
2 peop who are under $10,000. Those are low income 
3 people who have an adjusted gross income of under $10,000. 
4 We're talking about almost a third of the people and yet, 
5 in terms of percentage of taxes they pay, it's negative, 
6 they don't pay any income tax. 
7 So, disregard those and say, let's change the 
8 definition of low income people and raise it to $30,000. 
9 And then they comprise 67 percent or about two-thirds of all 
10 the people, and yet they only pay 12 percent of all the 
11 taxes that are paid. 
12 I keep hearing, you know, that we're shifting 
~3 the burden to the low income people. So, tell me what the 
14 definition of low income people is. 
15 MR. BRAININ: Well, there are many definitions 
16 of low income people. But if you want to use 10,000, you 
11 want to use 10,000 --
CHAiru1AN BOATWRIGHT: They don't pay any tax. 
19 MR. BRAININ: They do pay taxes. 
10 CHAiru1AN BOATWRIGHT: Not income tax. 
MR. BRAININ: If they're not married, they do. 
CHAiru1AN BOAT\'/RIGHT: Very minimal. If you take 
23 all of them and give the rebates for renters credit, the 
24 State ends up losing 1.1 percent of all the taxes they 
25 collect off of them. 
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1 say -- if you provide less tax, capital gains treatment 
2 and IRA, Kehoe, allowing doctors and lawyers to become 
3 corporations so they can avoid taxes to give them a higher 
4 deduction for retirement, they get benefits. The lower 
5 income people get zero benefits, so proportionately their 
6 share of taxes went up. 
7 And that's what I'm talking about. Now, I'd 
8 like to see --
CHAIRMAN BOATWRIGHT: But, Dave, as a practical 
10 matter, based upon our practical experience as well as our 
11 actual experience, we know that most of the services that 
12 income taxes pay for are used by the low income people. 
MR. BRAININ: That may be, but that doesn't mean 
14 that's wrong. If they haven't got the ability to pay --
15 CHAIR~ffi.N BOAT\'lRIGHT: But does it mean it's 
16 wrong for the State to reward people who are willing to 
17 risk their capital in a venture where they may lose? 
18 MR. BRAININ: That is not the only benefit there 
19 is about risk capital. And the risk they take are rewarded 
20 (sic) by the federal government. They would take those 
21 sks anyv-tay if the federal government provided the 
22 benefits. 
23 We've heard time and time again that the State 
24 law has very little impact on an investment decision. And 
25 yet by strict conformity to the federal law, we're buying 
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1 to refer to as revenue neutral, which is a phrase that I 
2 don't think is really appropriate, then the percentage of 
~ the taxes that will be paid by those who did not get those 
4 exemptions, exclusions, or deductions would go up as a 
5 proportion of the total tax paid. 
ASSEMBLYr~N HARRIS: Let me ask a question. 
1 How do you determine what, in fact, is a fair proportion 
8 or percentage of the tax that should be paid by, quote, un-
9 quote, lower and moderate income people? I want to make 
10 sure you understand my question before -- there's nothing 
11 that says historically or in tax law that I'm aware of 
12 that, you know, that people who make under such and such 
13 pays X, Y, Z percentage of tax, and if you make $50,000 
14 or $100,000,you pay 20 percent of the total tax burden 
15 collected from the income tax. 
16 And it's already admittedly arbitrary. And 
17 I don't know how you can determine that poor people or 
18 moderate income people are paying a disproportionate 
19 share of the tax given the total tax burden. 
20 MR. BRAININ: Okay. My comment was to avoid a 
21 further increase in that percentage, regardless of what it 
22 is. 
23 One of the things that I would say is I'd like 
24 to see that there be no State income tax paid by anybody 
25 below the poverty level. I think the poverty level, 
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ASSEMBLYMAN HARRIS: I 't sagree with 
about renter's ? 
MR. BRAININ: I bel renter's credit 
cont existence. 
se. 
ASSEMBLYMAN HARRIS: By what justification? 
MR. BRAININ: As I 
ASSEMBLYMAN HARRIS: I 
originally --
But I just 
MR. BRAININ: -- to o fset the s tax 
ASSEMBLYMAN HARRIS: If eliminate taxes 
MR. BRAININ: taxes? 
ASSEMBLYMAN HARRIS: Don t tax people below 
's the j the renter's 
MR. BRAININ: In same j fication that 
for be 1 who are 
cont 
matter of renter 
I th 's a 
be afforded the 
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1 same benefits as the homeowner. I do not believe that 
2 renter is a second-class citizen. 
ASSEMBLYMAN HARRIS: I don't either. 
4 I'm sorry to keep interrupting. 
5 MR. BRAININ: That's okay. I appreciate that. 
ASSEMBLYMAN HARRIS: I guess what I'm concerned 
7 about is the idea of a negative income tax. 
8 MR. BRAININ: I'm not suggesting a negative 
9 income tax. 
10 ASSEMBLYMAN HARRIS: But it is if you get it 
11 back and not --
12. MR. BRAININ: Let me say that the renter 
~3 credit is an appropriation and it is only provided through 
14 the income tax as a matter of administrative ease. 
15 ASSEMBLYMAN HARRIS: I see. All right. 
MR. BRAININ: Maybe it's in the income tax 
17 law, but it's appropriated by the Legislature. 
18 ASSEMBLYMAN HARRIS: It's just in theory. 
MR. BRAININ: That happens to be my theory. 
20 ASSEMBLYMAN HARRIS: I give you credit. It's 
21 interesting. 
MR. BRAININ: Thank you very much. I have a 
23 couple more that I hope you may find interesting as I go 
24 along. 
25 You know, we hear about simplicity and we say 
I 
L_ ___________________________________ _j 
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1 everything is done in the name of simplicity. And by 
2 definition, simplicity is federal AGI. 
3 Now, when you get to federal AGI, there's an 
4 awful lot of exclusions that must be done. They are not 
5 simple. To me, simplicity and the most simplest tax 
6 program that I can imagine is you just have gross income 
7 without any deductions, exclusions, anything else, and put 
8 a rate on it, put a sliding scale, like a one, two, or 
9 three percent rate. 
10 That would be simplicity. But to say simplicity 
11 is federal AGI or any AGI, to me already has got complica-
U tions. 
So, ~'d just like to throw out-- there is no 
14 such thing as, in my opinion, you know we're using the 
15 word simplicity to get something else. 
16 The same thing we're using revenue neutrality --
17 CHAIRMAN BOATWRIGHT: Dave, on that point, just 
18 in talking to people who have no interest in government 
19 other than it's just a necessary evil sometimes, you know, 
10 I hear that put out more often than anything else, just 
11 from the guy on the street, saying everyone should pay 
11 X-number of dollars on their gross income. I hear that 
23 probably more often, more than 50 percent of the time by 
24 all the people than any other theory that, you know, it 
25 can be very esoteric. You know, they ~ay, "Everyone should 
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pay three percent of the income, or something 1 that." 
That r there is by more people out there 
don't understand the system. But just seems 
4 ly fair to them. 
5 MR. BRAININ: Well, maybe then it's the right 
if people out there believe it. It wouldn't have 
7 to be three percent. It could be one percent. It could 
8 be on a sliding scale based on income. 
9 What they're really saying --
10 CHAIRMAN BOATWRIGHT: They're not saying 
11 sliding scale. 
11 MR. BRAHHN: What they're really saying, Senator 
jJ that nobody should get away without paying something. 
14 CHAIRMAN BOATWRIGHT: Everyone should pay, they 
15 
16 MR BRAININ: They're saying no one should 
17 get away -- see, your approach and mine are different. 
18 I look at it from ~he negative point of view, the opposite 
9 view. No one should get away without paying any 
tax. There should be some tax pay on everybody. We all 
know the horror stories --
CHAIID1AN BOATWRIGHT: Even the person who makes 
lJ $5,000, if it was one percent, you're talking about five 
14 bucks (sic). 
15 MR. BRAININ: I don't think they mean that as 
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1 much --
2 ASSEMBLYMAN HARRIS: $50. 
3 (Laughter.) 
4 HR. BRAININ: If I had to do it, I'd have a 
5 very high, a very high -- call it what you want -- an 
6 exclusion, blah, blah, blah, 20, 25,000, nobody paying tax 
7 below that number, and then a very minimal, I mean if I had 
8 to do something like that. 
9 CHAIRMAN BOATWRIGHT: You see, you have made an 
10 exemption that I don't even hear when I'm out there. I'm 
11 talking to middle income taxpayers and they subsidize the 
12 low income; they also subsidize the upper income; they 
j3 say tax everyone. 
14 MR. BRAININ: I think what they're talking about 
15 is that nobody should avoid taxation. That's what I 
16 think. Now, you hear something else. ~ve all hear different 
17 things. 
CHAIRMAN BOATWRIGHT: They probably tell me that 
19 because they know that I can really influence tax policy. 
20 MR. BRAININ: And you can. I believe that. 
.2.1 Let me say something about neutrality, before 
2.2. I forget about that. I don't believe there's such a thing 
23 as, you know, as neutrality. Now, if we talk about 
.2.4 neutrality in the sense of the bottom line here in AB 540, 
25 the analysis indicates there's a plus or minus $100 million. 
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Certa , that's not revenue neutra if 't know 
2 re it go or where it's from. 
3 And ly, even if you were able -- and I 
4 can suggest later on how you can come up a 
5 perhaps that ll narrow the but the po is 
are rs and sers within the structure. 
1 
's not neutrality. My recommendat would 
8 be if there is going to be s there's go to be 
losers. It's time to adjust the pendul~m back and let the 
10 winners be the lower income people, however program 
11 is developed. Now, I've said some things about, you know, 
u. here's what I'd l to see, good equity. In fact, I'm 
j3 really surprised to hear Professor Quigley indicate, unless 
14 I hear him wrong, that he prefers s lie over equity. 
15 I certa would not agree with that. I think 
16 equity comes first regardless of whether 's simple or not. 
But I don't think we should have an inequitable tax system 
18 just because it's simple. I can't buy that. 
19 ~~d I'd like to make one other comment before I 
come up with some ideas about AB 540 and TRAC. Both 
AB 540 and TRAC would exempt State taxes as a 
22 deduction. Mr. Chairman --
23 CHAiffi1AN BOATWRIGHT: What he's say , and 
24 it's interesting, is how each individual defines 
15 Doug Gil s defines it differently than you do. 
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MR. BRAININ: Dug Gilles is responsible to the 
2 real estate people and the homeowners, and nothing else is 
3 equitable. 
4 CHAIID<f..AN BOATWRIGHT: Strangely enough, and this 
5 influences policy, in terms of the percentage of voters, 
6 11 million homeowners are the ones who vote in 
7 California. 
8 MR. BRAININ: No, that's not true. 
9 CHAI~1AN BOATWRIGHT: Percentagewise, we know 
10 that for a fact. 
MR. BRAININ: In the first place -- but let me 
12 point out 11 million homeowners do not vote, because there 
j3 aren't 11 million homeowners. 
CHAIRMAN BOATWRIGHT: That isn't what I said. 
15 MR. BRAININ: No, what he said was that there 
16 were 11 million people living in homes, which includes kids 
17 who are not old enough to vote. He ignored the 14 million 
18 who live in apartments. 
19 CHAIRMAN BOATWRIGHT: About one and a half 
20 million of those vote. 
21 MR. BRAININ: Of course they vote. But, Senator, 
22 whether they vote or not, you represent them. That's my 
23 point. 
24 CHAIRMAN BOATWRIGHT: That's why I voted for the 
25 renter's credit and the last increase was the bill I 
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wants to a sion these lines, 
can say to the State and local for 
purposes. I that be cons 
CHAIRMAN BOATWRIGHT: Yes, I 
MR. BRAININ: Now, I one cou about 
terms of without af ing the bottom line, 
a credit for deductions, low all the 
that f le, on 
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high bracket or the bottom bracket. I think you could 
2 consider something along those lines; that a hundred 
3 dollar contribution should be worth the same amount of 
4 money, whether it's given by somebody in the 10 percent 
5 bracket or given by somebody in the three percent bracket; 
6 that in my view, is worth more money to the lower income 
1 bracket because it's a bigger percent of their income. 
8 CHAIRMAN BOATWRIGHT: But then you're getting 
9 into a situation where it really is not tax simplification. 
10 MR. BRAININ: Well, what it is is shifting the 
11 burden -- the tax burden upward. And you can guarantee 
12 that bottom line. If you can guarantee revenue neutrality 
~3 within a few million dollars, because if the average 
14 deductions are worth five percent of tax, then you just 
15 have a tax credit equals five percent of tax. Add up all 
16 deductions and as you compute your tax, take five percent 
17 of deductions as a deduction (sic) as a credit. 
18 Another suggestion and I think we should 
19 recognize the facts of life that given the special interest 
20 groups and that it's going to be very difficult to change 
21 any exemption, deduction, exclusion, they have a lot of 
22 influence -- so a suggestion might be to determine what the 
23 average deductions are as a percentage of AGI, gross income, 
24 and let's pretend that all of the deductions are equal to 
25 25 percent of AGI. Then you say, okay, you're allowed all 
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You can get away from tax on preference income 
2 on that basis because there won't be any preference income; 
3 you're starting with gross. 
4 One could then say, hey, you can allow all the 
5 deductions you want, exclusions you want, you can give 
6 him subchapter S for those who want it. You give them 
7 the IRA you want, the Kehoe you want. But the sum of your 
8 exclusions and deductions can't exceed X-percentage of your 
9 gross income. 
10 And that was going to be the end of my 
11 statement, Mr. Chairman, but you said something a little 
12 earlier, which gives me what I call the Boatwright 
~3 solution, which I don't think you'll buy. 
14 ASSEMBLYMAN HARRIS: It's not that he won't 
15 buy it, but it's not Boatwright's solution. 
16 MR. BRAININ: Well, we'll call it the Boatwright 
17 solution. Perhaps, Mr. Harris, you'll like it. 
18 But when Senator Boatwright indicated that the 
19 amount of deductions one could say -- and the more 
20 deduction you take, the lower your tax benefit, right? 
21 ASSEt-1BLYMAN HARRIS: Right. 
MR. BRAININ: So, why don't we just say the 
23 tax rate will be based on the amount of the deductions you 
24 
25 
take. The more deductions you take, the higher the tax 
rate. And it's a negative approach, a backass approach, you 
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1 CHAIRMAN BOATWRIGHT: Personal income, gross. 
MR. BRAININ: I think it's a lot higher than 
3 that. I think it's a lot more than that. 
4 ASSEMBLYMAN HARRIS: Well, what do you think 
5 they do with the money? 
6 CHAIRMAN BOATWRIGHT.: Personal income. 
7 I'm advised it's $3 trillion nationwide in terms 
8 of taxes, income taxes; that's gross national product. 
9 10 percent and deduct corporations. 
10 (Thereupon the reporter requested time 
11 to change her stenograph notepaper.) 
12 CHAIRMAN BOATWRIGHT: It's got to be close to 
~3 250 billion. It's got to be fairly close. 
14 So, why don't we just take four percent and 
15 we could raise $10 billion and apply it straight across 
16 the board? 
17 MR. BRAININ: Only because the number --
CHAIRMAN BOATWRIGHT: It's too equitable? 
19 MR. BRAININ: Too simple. If you want to use 
20 monetary income, that's one thing. We're not talking about 
21 monetary income here. 
CHAIRMAN BOATWRIGHT: Pure monetary income. 
23 MR. BRAININ: That number I don't think anybody 
24 has. The number for personal income that's reported by the 
25 Department of Commerce includes imputed income. They give 
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1 difficult -- if you've got five thousand bucks, you don't 
2 have $25 at one time, 
CHAIRMAN BOATWRIGHT: That's an interesting 
4 statement. 
5 MR. BRAININ: I can say that from personal 
6 experience. 
7 CHAIRMAN BOATWRIGHT: In the D.A.'s Office in 
8 Contra Costa County, I made $600 a month and it seemed 
9 like in many respects I lived better then than I do now. 
10 MR. BRAININ: I can remember $10 a week and I had 
11 a kid. What do you think having a wife and a child means? 
12 CHAIRMAN BOATWRIGHT: But, Dave, I'm not nearly 
a as old as you. 
14 Okay. 
15 MR. BRAININ: Thank you very much. 
16 CHAIRMAN BOATWRIGHT: The reason I say this, 
17 frankly, you know -- you've been there long enough, the 
18 difficulty of doing away with exemptions on a selective 
19 basis. That's really the problem. And if you do it across 
20 the board, everyone screams equally that way. 
21 MR. BRAININ: The fact is -- this is my last 
22 shot -- the fact is that those who have the power get the 
23 benefits. And, for example, in 1428 -- AB 1428, last year, 
24 we started out with about 15 it wiped out 15 exemptions 
25 and everybody who had a piece got their piece taken out. 
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1 fact there was a standard deduction of $20,000 or some 
2 other figure? That's been thrown out. 
3 MR. BRAININ: I think we'd have to look at 
4 who wins and who loses. And as long as, you know, what 
5 I consider or we consider to be fair and equitable, then 
6 we have to look at it. But I can't say right now. 
7 ASSEMBLYMAN HARRIS: But you're not diametrically 
8 opposed? 
9 MR. BRAININ: No. 
10 CHAIRMAN BOATWRIGHT: Thank you. 
11 MR. MCCARTHY: Mr. Chairman, Mr. Harris, '1 
12 thought that when Dave Brainin retired from the Department 
13 of Finance, we would be beyond his influence and his 
14 argumentation on tax policy and am delighted that Dave 
15 could join us here. I think he picked up the hearing for 
16 you, Mr. Chairman. 
17 We're pleased that you called this interim 
18 hearing on AB 540 with the concurrence of the author of the 
19 measure. My comments will be of a general nature and 
lO I'll try to be real brief. 
11 This measure is the most -- probably the most 
ll comprehensive personal income tax change that's been 
23 considered by the California Legislature. It, as such, 
24 needs careful review and study. The lightning speed with 
25 which it moved through the Assembly this year we don't think 
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1 conformity measures have gone to the voters twice and both 
2 times have been rejected. 
3 Does the proposed simple tax really provide 
4 simplicity? ~ve think that it is perhaps a matter of 
5 exchanging some current complexities of the tax system for 
6 new complexities, particularly with regard to capital 
7 gains and losses, with the treatment of IRA plan contri-
8 butions, and the treatment of interest cost. 
9 Mr. Ajalat mentioned that the instructions are 
10 272 pages long for the income tax compliance. We would 
11 be interested in knowing how much that could be reduced 
12 by the adoption of the AB 540. 
~3 Since two-thirds of all taxpayers file a short 
14 form, we wonder how much benefit there really is in the 
15 simplifying changes that this measure contains. 
16 With respect to fairness, housing experts say that 
17 AB 540 would cause substantial increases in rents because 
18 of increased costs to rental property owners, and wonder 
19 how fair that is to cause those kinds of rent increases. 
20 Another effect would be to make entrepreneurial 
21 activity less attractive in California, thus affecting 
22 jobs and the State economy as a whole. 
23 Does the pursuit of a concept of tax fairness 
24 justify these impacts? The second point I'd like to make 
25 is that we think it's premature to act on sweeping changes 
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1 MR. MC CARTHY: Well, I think that conformity 
2 is certainly something that we have -- we have participated 
3 in, that the Legislature -- the Assembly Revenue and 
4 Taxation Committee has had a task force for a number of 
5 years moving toward greater conformity with federal law. 
6 We think that that is a valid pursuit that should be 
7 continued. We would like to see as much conformity as 
8 possible. 
9 However, at the same time, we recognize that 
10 full conformity is not in the cards. 
11 ASSEMBLYMAN HARRIS: ~·Jhat do you think about 
u loopholes? 
MR. MC CARTHY: Well, I think again that's a 
14 loaded sort of a term. 
15 ASSEMBLYMAN HARRIS: I'm asking about millionaire~ 
16 who don't pay any taxes. 
17 MR. MC CARTHY: I think that that only goes --
18 you're only dealing with -- you need to take another step. 
19 If somebody is not paying any tax and they're going that 
20 within the law, that means they're doing something with 
21 that money. That's being invested in what the Legislature 
ll at some point felt was a valid public purpose. 
23 ASSEMBLYMAN HARRIS: I wish you hadn't said that. 
24 MR. MC CARTHY: And I think that -- I think that 
25 we need to go beyond the statistic of how many millionaires 
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1 investment in rental housing. 
2 ASSEMBLYMAN HARRIS: But if I can avoid my 
3 taxes by taking a certain course of action that may not be 
4 available to somebody else for whatever reason, and to me 
5 that~ s inequitable. 
6 Or I can take a series of actions, just simply 
1 designed to avoid my tax liability, something's not fair 
8 about it. I don't know how you get the fairness. 
9 CHAIRMAN BOATWRIGHT: Who said taxes had to be 
10 fair? 
11 ASSEMBLY~-1AN HARRIS: Obviously not the 
12 California Taxpayers Association. 
CHAIRMAN BOATWRIGHT: But fair is who is 
14 affected in that particular class, see, that's the thing. 
15 That's always the thing. 
16 MR. MC CARTHY: With respect --
17 CHAIRMAN BOATWRIGHT: Like Mr. Vasconcellos, 
18 he's great for fairness in taxes, but he carried the bill 
19 that exempted the software people a couple of years ago 
20 from taxes because they were in his district. 
21 ASSEMBLYMAN HARRIS: That was a constituent 
22 service. 
23 CHAIRMAN BOATtvRIGHT: So, it's all dependent on 
24 whose ox is gored. That's why more and more as we sit 
25 here, I think that flat rate looks attractive. 
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1 voted for the energy deductions, I was strongly in favor 
2 of that. It was at a time when we were trying to become 
3 energy independent and get the people away from the use 
4 of petroleum products. That was a good purpose to be 
5 served, and we wanted to encourage people to do that. 
MR. MCCARTHY: I'll just wind up by saying 
7 that we think that the measure needs further study. We 
8 appreciate the interim hearing. We think that a lot of 
9 good and constructive information has been brought forth. 
10 And we'd like to see additional study before the 
11 Legislature moves on this measure. 
12 CHAIRMAN BOATWRIGHT: Thank you. 
~3 Barbara Cavalier, representing the 
14 California Manufacturers Association. 
15 MS. CAVALIER: Thank you, Mr. Chairman, and 
16 Mr. Harris. 
17 For the record, again, I'm Barbara Cavalier, 
18 manager of taxation for the California Manufacturers 
19 Association. I won't repeat some of our shared concerns 
172 
20 that were amply stated earlier by Mr. Gilles and Hr. Main, 
21 and Mr. McCarthy. 
22 It's likely that about 85 percent of the 
23 manufacturing in California will not be affected by this 
24 bill, AB 540. 
25 However, approximately 15 percent that would be 
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provisions. 
2 I believe we should conform with IRA deductions. 
3 I think people have two agendas when they -- when they give 
4 IRA deductions;first is the tax policy, that they get a 
5 deduction for it. 
6 And secondly, is that at least that money is 
7 going to retirement. And, Mr. Harris, I might advise you 
8 when you borrow that money from your wife towards your IRA, 
9 don't deduct the interest. 
10 ASSEMBLYMAN HARRIS: Borrow from my wife? You're 
confused. 
12 MS. CAVALIER: No, no. Don't deduct the interest 
paid on the loan. 
14 CHAIRMAN BOATWRIGHT: She would not loan him any 
15 money. 
16 MS. CAVALIER: I believe it's good social tax 
17 policy to encourage people to save towards their retirement. 
18 I personally believe that individuals of our generation --
19 and I'll take as many people in this room as our generation 
2.0 will ever see a dime of Social Security. 
21 I guess to conclude, we fully recognize Mr. 
Harris' hard work. However, I believe simplification is 
2.3 important, but right now it's premature at the State level. 
2.4 We would like to see if and what Congress does 
25 before we act. And I suppose, as the hearing today has 
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Essentially, I'm interested -- and it's a simple 
2 one -- we believe that any simplification of the California 
3 personal income tax should keep the charitable deduction 
4 above the line. 
5 The charitable deduction is an historic reflection 
6 of one of the fundamental values of our democratic system: 
7 the recognition of the vital importance and capacities 
8 of local communities working together on a voluntary basis 
9 to enhance the quality of life to feed the hungry, house the 
10 homeless, educate our children, care for the infirm, and 
11 address pressing community problems. : As· the role of the public 
12 sector's role in human service delivery has changed 
13 substantially, the nonprofit voluntary sector has been 
14 called upon even more than in the past to assume initiatives 
15 and managing local issues. We've been strained to fill that 
16 
17 
18 
19 
20 
21 
23 
24 
25 
gap. 
But we've responded well, I think. But our 
capacity to continue doing so at a modest level depends on 
our ability to rely upon philanthropy and upon charitable 
giving. 
The charitable deduction undergirds our overall 
viability in that regard. Historically, as you know, the 
charitable deduction is one of the oldest items in the tax 
code. It was first authorized in 1917 at the federal level; 
was included in the California code at a similarly early 
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1 countries which do not have a strong voluntary sector, our 
l tradition of volunteerism is an integral part of our 
3 political traditions. The deduction is unique because of 
4 the requirement that the taxpayers who take advantage of 
5 it make an irrevocable gift of their resources. 
6 All other preferences in the code provide some 
7 direct benefit to individuals. I was intrigued earlier, 
8 Mr. Harris, to a comment you made about social engineering, 
9 and I think it's come up in the comments of others. We are 
10 not purporting to be tax experts, but I think one of the 
11 things that we're contending is that whether it's social 
ll engineering or not, one of the criteria for the inclusion 
13 in tax law history of a charitable deduction is that it 
14 provides an incentive for the nonprofit voluntary sector 
15 to address issues which governments might otherwise have 
16 to deal with and probably at substantially greater 
l7 expense. 
ASSEMBLYHAN HARRIS: Do you have a statistic 
19 that would indicate to what extent the State income tax 
20 provides that incentive? 
21 MR. PAINE: Actually, we do. And I don't have it 
22 available at this point. 
23 
24 record? 
25 
ASSEMBLYMAN HARRIS: Could you provide it for the 
MR. PAINE: I'd be glad to. As a matter of fact, 
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1 deductions, rather the benefit enures to the community at 
2 large. 
3 The nonprofit voluntary sector is an indivisible 
4 element of our system for addressing the needs of the 
5 community. We're eager to ensure that future legislation 
6 preserve this principle and will be delighted to work with 
7 you and the Committee, and the staff on helping to shape 
8 tax reform proposals that provide equity and balance in 
9 the treatment of the charitable contributions. 
10 At this point, I'd like to share our written 
11 testimony with the staff and answer any questions that you 
12 might have of us. 
ASSEMBLYMAN HARRIS: What's the average 
14 charitable deduction? 
15 MR. PAINE: I'm sorry~ Mr. Harris, at this point 
16 I don't know that as a matter of fact, but would be glad 
17 to research that for you. 
18 ASSEMBLYMAN HARRIS: Well, I guess the reason 
19 I'm asking is that except for people who are relatively 
20 wealthy who give fairly large contributions, I don't 
21 envision that most people really have the tax writeoff 
22 as motivating factor for their charitable gifts. You know, 
23 the reason that I give money to church is I like the minister. 
24 It has nothing to do with Boatwright or anybody else. 
25 The reason I do a lot of things has very little to do with 
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1 there's some abuses in the system generally. 
2 MR. PAINE: I won't argue with you on that. I 
3 think you know our case. Thank you. 
4 CHAIRMAN BOATWRIGHT: Thank you. Loni Mahan, 
5 Farm Bureau? 
6 MS. MAHAN: Thank you, Senator Boatwright and 
1 Assemblyman Harris. My name is Loni Mahan. And I 
8 represent the California Farm Bureau Federation. 
9 It's always very difficult to take a position on 
10 tax reform because the package consists of many 
CHAIRMAN BOATWRIGHT: Excuse me. The reporter 
cannot hear. It's right in her ear. (Remarking on 
13 conversation going on immediately behind reporter.) 
14 MS. MAHAN: It's very difficult to take a position 
15 on tax reform because there's so many different provisions 
16 in the package. All provisions affect many different 
11 taxpayers in many different ways. 
18 I might be helped and my neighbor might be hurt. 
19 Similarly, Farmer Brown may benefit while Farmer Jones 
20 gets taken to the cleaners. We represent both farmers. 
11 It's also very easy to be myopic and just focus 
11 on those features· that are likely to hurt us and then reject 
13 the whole package. 
14 We tried to look at the whole picture and balance 
15 the disadvantages with the overall gains to be achieved by 
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1 to our industry, they can also create or add to an 
2 oversupply and depress prices. 
3 However, we believe AB 540 perhaps inadvertently 
4 would prevent a grower from deducting a loss in one part 
5 of his or her operation from profits in another. For 
6 example, a grower who is a sole proprietor of a farm may be 
7 a partner in a family packing shed and may lease some of his 
8 or her acreage to a neighbor. 
9 Losses suffered in the farming operation, 
10 according to our interpretation of this bill, would not be 
11 deductible against the packing shed profits or the rental 
12 income, but·we feel all three are part of the same 
u operation. 
14 Moreover, if the grower manages a neighboring 
15 farm or repairs farm equipment or rents out heavy equipment 
16 on a temporary basis or crop dusts for other growers, or 
17 his or her spouse has a job outside the home, none of these 
18 sources of income would be allowed to absorb the loss 
19 beyond $10,000. And all of these situations are common 
20 and are becoming more common as growers seek additional 
21 income. 
12 We could enthusiastically support the bill's 
23 net operating loss carry forward provision. We wish that 
24 it didn't contain the same $10,000 cross-over limitation, 
25 but it would, you know it would certainly be helpful to 
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1 as long as everyone ly. They just don't 
l want to bite any harder. 
3 Thank you for your time. 
4 CHAI~ffiN BOATWRIGHT: All right. Thank you. 
5 Bill Northrup? 
MR. NORTHROP: Thank you, Senator Boatwright, 
1 Assemblyman Harris. My name is Bill Northrop, 
8 N-o-r-t-h-r-o-p. 
9 I represent the Independent Oil ?roducers Agency, 
10 which has been in business since 1904. After listening to 
11 the testimony of Mr. Barrow and others, I think maybe I'd 
12. better be an ox herder rather than be viewed as sick, sly, 
13 and wicked. 
14 So I want you to take a look at my ox; there's 
15 just a couple of problems with it. 
16 First, the Independent Oil Producers Agency 
17 represents approximately a hundred small producers and 
18 since we've been around for a long time, that hundred is 
19 arrived at with a much smaller number now that the heirs 
zo have taken over. In many cases it's their only form of 
2.1 income is this revenue from this production. I'm not here 
zz to plead poverty, because as anyone who reads the financial 
23 pages knows, all you have to do is sell out to a major oil 
2.4 company and you're home free and you got it made. And our 
2.5 people don't like to do that. So we're talking about we 
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of the San Joaquin Valley -- Ta , Miracopa, Stewart, 
you know, nice spots of ifornia. 
3 I'd like to talk just for a second on IDC. 
4 Mr. Murphy mentioned IDC, and he's schooled in this subject 
5 a lot better than I am. 
6 I would like to say in closing, IDC, the loss 
7 of intangible drilling costs,would cut the wildcat ventures 
8 for new production. I'd like to just --because we've been 
9 around a long time, and I've read a lot of 6il history, 
10 in 1910, it was believed that all the new oil fields had 
11 been discovered that could be discovered. 
u And that's that's true then, and many, people 
13 say that's true now, then IDC wouldn't be necessary because 
14 we'd just expand the existing fields. I think you should 
15 really consider that to encourage development in speculative 
16 areas. 
17 Thank you very kindly. 
18 CHAIRMAN BOATWRIGHT: All right. Thank you. 
19 I guess we have heard from Mr. Levy. We'll 
10 jump over to Kevin Williams. 
11 MR. WILLIAMS: Thank you, Senator Boatwright, 
11 Mr. Harris. I'm very pleased to be here to have this 
13 opportunity to speak to you about an issue that is not 
14 often spoke upon in the minority business community and that 
15 is taxes. 
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That's been taking 
2 advantage our tax I now we have an 
opportunity to We're not asking that the 
wealthy pay more, but pay a share. 
5 I think all of that computes to the theory of 
taxation and repres the tax monies that are 
7 taken from us from income tax and other ways go back into 
8 the communities for goods and services to help and protect 
9 the poor. On my way here from my office three blocks 
10 away, better than five or six people walked up to me and 
11 asked me for money. We're talking about jobs and 
opportunities. If we think that there's no correlation 
between the people we see out Civic Center 
14 sleeping the streets and on the sidewalks has no 
15 bearing on taxation and ss taxation and the 
16 poor on the streets, then we're fooling ourselves. 
17 I'm not a I don't know all the 
18 areas of I only know what I step out 
19 that door what I see. I see needs to be a change 
lO and that change is here. 's people who want to delay 
ll it. There's who are the same ones who are getting 
l2 the sus and this system or using 
that very same they cheated the federal tax 
24 board out of to try to defeat a 11 that is going to do 
25 something good, not only for poor, but for the middle 
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issue. And what I would like 
're all ssing the 
someone who is 
on the wildlife fund 
re to the wildlife 
6 fund? 
7 MR. MERAL : Mr • , if I could respond to 
8 your request, we've had several witnesses here today, 
and they are addressing fferent aspects. If you could 
10 just allow them a minute or two to address their concerns, 
11 we'd really apprec 
12 
u 
14 
15 
16 
17 
18 
19 
2J 
2.4 
15 
CHAIRMAN BOATWRIGHT: Well, I'm not going to. 
MR. :r.mRAL: 
CHAiru1AN BOATWRIGHT: So, you better cover all 
the issues. s a s and someone can address 
the issue why this ife fund, should 
be 
MR MERAL: I I ss comments only to the 
1 contribution 
to the other sses on the other 
aspects. 
CHAIRMAN BOATWRIGHT: Good. 
MR. MERAL: u.s. Committee was unable 
to be here today ss to you their very 
of the deduction for the concern the 1 
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slature. 
1 MR. MERAL I appreciate that, Mr. Chairman. 
8 And I'll de to 
CHAIRMAN BOATWRIGHT; would like to speak 
10 on f the funds? 
MR. SPOTTS: Mr. , I'm Richard Spotts, 
and spell s -t-s, California representativ 
for Defenders of ife. And De Wildlife is 
14 a nonpro t z And I'm representing 
15 our 12,000 
16 
ret a 
18 s f 
We AB 5 0 ss it is amended to 
tax ff. Whi tax 
a goal, 
se 's species 
AB 5 
CHAIRMAN BOATWRIGHT I a this. As the 
of i Nat c and Habitat 
Act, just want to assure you that cost 
is I Mr. 
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, it was not li checkoff item 
The ff was 
And I would also out that in Minnesota 
over past f years, the revenue:; from the checkoff 
have gone from a half a mill dollars to approximate 
7 $700,000 last 
8 So, they've so experienced a steady increase 
9 over the life of their checkoff. 
10 Final , I would like to allude for the record 
to the many organiz that sentatives here 
at the hearing that te fy for an 
amendment to AB 540 to cont endangered species tax 
14 checkoff. 
5 Actual of their names, 
16 if I , could maybe stand 
7 the name affil ? 
18 CHAIRMAN BOATWRIGHT: Sure. 
9 up so can Go right ahead. 
MS. SALZMAN: I' zman, Mar 
Conservat 
MR. BERKA: I'm Bob Berka CNPS. 
MS. HONEY: I'm Honey, with the 
Audobon Soc sent 50 chapters in 
Californ with about 80,000 s. 
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CHAIRMAN BOATWRIGHT: Yes, and Mr. Barfield 
e same both. And 
s 
Carlos I can't read your last name. 
MR. Z: Ma 
CHAIRPillN BOATWRIGHT: 
G. I. 
MR. For 
, and I'm here 
is nat 
reason I'm 
, representing 
record, my name is Carlos 
G. I. 
veterans family 
s the last 
the 
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to go ahead and get them t 
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1 As a CPA, it's very inconsistex1t to me to speak 
11, I bel that the California 
3 that ifornia needs a break. They have save a lot of 
4 money, or they can save a lot of money because they spent 
5 too much already for the preparation of their tax returns 
6 especially those to those supplied by accountants. 
1 So, this is a very conscientious bill. r urge 
8 you to to please support it. Thank you very much. 
9 CHAIRMAN BOATWRIGHT: Thank you. We appreciate 
10 your position. That was the extent of the persons who have 
11 notified the Committee that they wanted to testify. 
15 
16 
17 
18 
19 
And they have all testified. And, therefore, 
we are now going to adjourn. We will hold the next hearing 
in San Diego. 
The meeting is adjourned. 
(Thereupon the hearing was adjourned 
at 2:45p.m.) 
--oOo--
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